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Coming 

An elaborate case law is being built up in 
the nonbusiness-deduction area of tax law. 
These cases are distinguishable, however, 
but the burden of making the distinction is 
on the taxpayer. Paul A. Teschner, in his 
article on nonbusiness deductions—Section 
212, reviews the decisions and points out 
when the taxpayer should litigate issues 
under this section. 


There are so many factors to be considered 
at the time of incorporation that a check 
list of what to do in regard to taxes is a 
good thing to have around. Martin H. 
Webster, a Beverly Hills, California attor- 
ney, has prepared such a check list. 


Road programs spark interest in the tax 
problems connected with involuntary con- 
version. Reinhold Groh's article explores 
this problem. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 
the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


lr YOU HAVE A CASE before the Tax 
Court, you'll be getting a revised Form 30 letter from the court. 
The letter asks: (1) Is settlement possible? (2) Can facts be 
stipulated? (3) Is the case ready for trial? (4) How many hours 
do you estimate the trial will take? 


As YOU KNOW, the Commissioner con- 
tends that your tax home is where the work is. However, a stu- 
dent who worked during the summer in Alaska did not acquire 
a tax home there and he was allowed, by the Tax Court, to 
deduct the cost of his meals, lodging and travel expenses. 
Peter F. Janss, CCH Dec. 22,393(M), 16 TCM 365. 


Amounts RECEIVED as sickness and 
disability benefits under an employees’ plan are treated as health 
insurance. The fact that this protection is not provided by a commer- 
cial insurance company is of no moment. This fact gives the 
employee an exclusion from his gross income of the amount of 
the benefits received. The exemption is not lost because the 
company might change or terminate the plan where no changes 
would be made affecting the rights of an employee without 
his consent. This is the holding of the Supreme Court in the 
Southern Bell plan (57-1 ustre J 9536). 


The same point has just been presented to the Tax Court 
in two cases. In Charles J. Jackson, CCH Dec. 22,330, 28 TC —, 
No. 6, the taxpayer was retired because of total and permanent 
disability and the pension which he received from his employer, 
based on years of service and past salary, was excludible from 
his gross income. This was a New York Life Insurance Com- 
pany plan. In J. Wesley Sibole, CCH Dec. 22,331, 28 TC —, No. 
7, the retirement pay under the State of California retirement 
plan was excluded from the gross income of the recipients. The 
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recipients were held to be incapacitated for duty after a physical 
examination, which was provided for in a state law. Disability 
was “nervous instability and hypertension.” 


ry 

I HE INTEREST on a loan, the proceeds of 
which are used to purchase tax-exempt securities, is not deducti- 
ble. The deduction of a large amount of interest results in a tax 
savings in an amount which depends upon the surtax bracket 
of the taxpayer, plus the fact that the interest paid on the tax 
exempts is received tax free. This provision of the law (now 
Section 265(2)) was aimed generally at banks that buy a lot of 
government securities, but it is equally applicable to the indi- 
vidual. Many have thought that this provision applied only to 
borrowing money against the tax-exempt bonds, but this is not 
necessarily so, for Section 265(2) will disallow the interest if 
other stock is used as collateral for the loan, the proceeds of 
which go into tax exempts.—Bernard H. Jacobson, CCH Dec. 
22,412, 28 TC —, No. 63. 


é 

Sri ICK SOLD to a wholly owned corpora- 
tion via the in-law route cannot result in a loss to the seller. 
The taxpayer sold certain shares of stock to her in-laws . . . the 
law prohibits loss from a sale within the family . . . in-laws are 
not defined as family. The in-laws sold the stock to the tax- 
payer's wholly owned corporation. The taxpayer claimed a loss 
on her sale. What happens? There is a catch-all word in the 
statute: “indirectly.” The taxpayer in reality transferred her 
stock from her personal ownership to the controlled corporation 
and set up a loss on the sale to the in-laws. To prevent this kind 
of transaction, Congress inserted the word “indirectly.” In other 
words, no deduction for loss shall in any case be allowed from 
direct or indirect sales.—Robert Boehm, CCH Dec. 22,383, 28 
TC —, No. 43. 


A TAXPAYER placed three nephews in an 


institution for their support. She claimed the dependency deduc- 


tion on her income tax return. Her contention was that she was 
obligated by contract to the institution to pay a certain sum 
monthly for the support of the children. However, since this 
sum was less than one half of the dollar value of the support 
furnished the children by the institution, the dependency credit 
could not be claimed.—Hazel Newman, CCH Dec. 22,407, 28 TC 
—, No. 59. The statute is quite clear that in order to be eligible 
for the credit, over one half of the support must be furnished. 


Interpretations 





A recent case allows a dependency credit for two minor children 
living with a divorced wife, because over one half of their support 
was furnished by the taxpayer.—E. R. Cobb, Sr., CCH Dec. 
22,415, 28 TC —, No. 66. The court looked at the wife’s salary 
and standard of living and concluded that the amount the hus- 


band furnished must have been more than one half of the chil- 
dren’s support. 


VALUING STOCK in a decedent’s estate 
is an issue for Solomon. But as Solomon in his famous paternity 
case gave the child to the mother, the Tax Court left the stock 
dividend with the mother stock. The corporation involved in 
this case had never paid cash dividends. It had regularly issued 
stock dividends. The stock in question was the subject of a gift 
in contemplation of death and, therefore, was included in the 
decedent’s estate. The question in the case was whether or not 
the stock dividends should be included in the gross estate along 
with the stock. Some of these dividends were paid after the gift 
of the stock, and some of them represented earnings after the 
dates of the gift. The Tax Court asked itself this question: 
“Narrowly, the problem here is to determine just what was the 
property which the decedent transferred—was it simply the 
shares of stock originally transferred—or, was it the proportional 
shares in the entire assets, business and affairs of the corpora- 
tion which those certificates represented?” The majority of the 
court answered the question as follows: “. . . the Commissioner 
properly valued the decedent’s gross estate by including therein 
the value of the shares declared as stock dividends as well as 
the shares transferred.” 


Four of the justices dissented and answered the question in 
this way: “The stock dividends were not transferred directly or 
indirectly by the decedent since they were paid after the gifts 
were made and then out of current earnings.”—Estate of Delia 
Crawford McGehee, CCH Dec. 22,385, 28 TC —, No. 44. The tax 
involved is over $497,000—we haven’t seen the last of this case. 


Buyinc a partially constructed house may 
cause the loss of the exemption from gain on the sale of the old 
one. To avoid gain on the sale of the old residence, the new one 
must be occupied within a year from the sale of the old one. 
There is an 18-month leeway period on building a new house . . . 
but the construction must have been started by the taxpayer. 
So, that leaves the buying of a partially constructed house out of 
the tax-free zone unless it can be occupied within one year.— 
Rev. Rul. 57-234. 
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Tax news from the nation’s capital as it is made by the executive, the 


legislative and the judicial branches of government. 


Headlining this 


month's news: Congress reslices the budget pie . . . bills requiring 
merger notice and making excise-tax technical changes favorably reported 
IRS operation subjected to constructive criticism by Mills report 

. machine processing of income tax returns to be increased in 1958. 


Our Cover 


All of the money received from individual 
income taxes and from customs and other 
receipts will be required to provide for the 
major national security needs of the nation 
as estimated in the 1958 budget of the Ad- 
ministration, it is disclosed by the pie-style 
sectioning of the incoming and outgoing 
budget dollar on this month’s cover. In- 
dividual income taxes will provide 51 cents 
of the incoming budget dollar, while cus- 
toms and other receipts will provide eight 
cents. Major national security needs will 
take 59 cents of the outgoing budget dollar. 
The money received from corporation in- 
come taxes (29 cents of the incoming budget 
dollar) will exactly cover the expenditure 
for veterans (seven cents), agriculture 
(seven cents) and “other” expenses (15 
cents). All of the excise tax revenue (12 
cents of the incoming dollar) will be needed 
to cover expenditures for interest (ten 
cents) and for debt retirement (two cents). 


This rather neat canceling out of one or 
more slices of one of the segmented dollars 
by a slice of the other may not be any 
longer valid after Congress completes its 
action on the appropriations bills for fiscal 
1958. In an economy wave which has as 
its goal the reduction of federal government 
expenditures and, possibly, some reduction 
in the tax burden, Congress has been lop- 
ping sizable chunks off administrative requests. 


Indicative of the seriousness of the intent 
of Congressmen to reduce the budget is the 
action taken on H. R. 6700, the appropria- 
tion bill for the Department of Commerce 
and its related agencies. The 1958 budget 
estimate of the needs for this department 
was $871,513,000. By the time the House 
had passed its appropriation bill, it had 


Washington Tax Talk 


pared nearly $219 million from this sum. 
Then the Senate went to work on the bill 
and an additional $40 million was sliced 
from the Commerce Department’s appro- 
priation. Then the bill went into confer- 
ence. When the differences in the two 
branches’ determinations of what would 
be a good monetary diet for the various 
branches of the department had been re- 
solved, an additional $15.8 million had been 
subtracted. In total, the amount chopped 
off the original request was $273,722,775 
(31.4 per cent of what was requested). Both 
Houses of Congress have approved the 
conference action, and the bill has been 
sent to the President. It provides for an 
appropriation of $597,790,225, nearly $200 
million less than was provided in fiscal 1957. 


Though the Commerce Department ap- 
propriation is but a small portion of a budget 
that was originally set by the President at 
$71.8 billion, it does not appear that Con- 
gress is merely straining at a gnat only to 
swallow the camel. On May 29 the House 
lopped over $2.5 billion from the estimated 
budgetary needs of the Department of De- 
fense. The original request was for $36,128 
million. The sum appropriated in H. R. 
7665 was $33,562,725,000. 


Altogether, Congress, in both House and 
Senate action, had by June 1 whacked a 
healthy $4,038,030,287 from the budget esti- 
mates for fiscal 1958. So far the President 
has signed two appropriations bills: H. R. 
4897 (Public Law 85-37) appropriating 
$3,884,927,000 for the Treasury, Post Office 
and Tax Court and lopping $80,364,000 from 
administrative requests; and H. R. 5788 
(Public Law 85-48) appropriating $16,010,370 
for the Executive Office of the President 
and sundry agencies and cutting budget 
estimates by $4,911,500. 
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The Congress 


Pending legislation.—The bill that would 
require corporate parties to a proposed 
merger or acquisition to furnish advance 
notice to the government (H. R. 7698) has 
been reported favorably by the House Judi- 
ciary Committee. The “Excise Tax Tech- 
nical Changes Bill of 1957” (H. R. 7125) 
has been reported without amendment by 
the House Ways and Means Committee. 
Consideration by the House about mid-June 


is expected, with a closed (gag) rule in 
effect that would limit general debate to 
two hours and permit only committee 


members to offer amendments. 


Physical and human resources depletion 
deduction.— Depletion deductions have long 
been applicable to natural resources and de- 
preciation to mechanical resources. What 
more logical development than the applica- 
tion of such tax-alleviating devices to the 
human body? Physiologists tell us that the 
body, once maturity is attained, is con- 
stantly dying, that is, it is being depleted. 
Since the body, including the brain, pro- 
duces wealth, any depletion of this human 
and physical resource should (natch!) be 
recognized by the internal revenue laws. A 
tax deduction should be allowed. 

Representative Santangelo, however, has 
introduced a bill, H. R. 7609, that reeks 
of partiality. The Congressman would have 
the revenue department grant professional 
athletes a 15 per cent deduction from their 
income derived from sports as an 
allowance for depletion of physical resources 
—to which we rise in righteous indignation 
to query: Why not a similar 15 per cent 
deduction for editors, lawyers and tax men 
as an allowance for depletion of mental 
resources, plus, of course, an added 5 per 
cent deduction for depletion of physical 
resources caused by leg work expended in 
their jobs. We also would like to know 
whether fat athletes should not have a 
slightly larger deduction than skinny ath- 
letes, since, undoubtedly, they would be 
depleting a larger supply of physical re- 
sources. Intelligence tests might also be in 
order for those who labor with their brains 
so as to determine the relative amount of 
mental resources being depleted by them 
and, thus, set up an equitable scale of 
depletion allowance percentages. 


gross 


Representative Santangelo’s bill, of course, 
is trying to take some cognizance of the 
relatively short span of years in which the 
professional athlete draws down his large 
earnings from sports. But you pays your 
nickel and you takes your choice, and there 
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are other occupations where the period of 
high earnings is also relatively short. Per- 
haps, like the movie star who makes a 
long-term contract which requires only his 
appearance in several pictures during the 
entire course of the contract, the profes- 
sional athlete might also make a contract 
which pays him less money per year but 
over a longer period of time, regardless of 
how long he was actually a star. 

Another twist in the human resources 
depletion sphere is provided by companion 
bills introduced by Representative Zelenko 
and Senator Neuberger. These two bills, 
H. R. 6912 and S. 1912, would provide that 
after a man reached the age of 45, he would 
be able to deduct an amount equal to 1 per 
cent of his earned income for the taxable 
year for each year by which his age ex- 
ceeded 44. The deduction would be limited 
to 27 per cent and, thus, would remain fixed 
after the taxpayer reached age 71. At no 
time, however, could the amount of the de- 
duction exceed 50 per cent of the taxpayer’s 
adjusted earned income for the taxable year. 
In speaking for this bill, Senator Neuberger 
said that older workers often leave the labor 
force because the difference between their 
earnings, which are taxed, and their possible 
retirement benefits, which are not, do not 
justify further work. This bill would serve 
as an economic incentive for them to con- 
tinue work. Facetiously, this bill might 
secure the backing of the Department of 
Health, Education, and Welfare. The plan, 
if enacted, might reduce the load on the 
Old-Age and Survivors Insurance fund. The 
longer the individual remained on the job, 
the less would be the benefits he would 
draw from the fund. 


Mills report constructively criticizes IRS 
operation. — Several suggestions for im- 
provements in the operation of the I. ternal 
Revenue service were made in the recent 
progress report of the Mills subcommittee 
on internal revenue taxation to the House 
Committee on Ways and Means. Recom- 
mendations reflected the subcommittee’s 
aims for not only a more efficient operation 
of the Service but, also, for a more fair and 
equitable treatment of the taxpayer. 

Too much responsibility, it was felt by 
the subcommittee, has been shifted from 
the Commissioner down into the field. To 
aid the Commissioner in assuming a higher 
degree of centralization, it was recommended 
that Congress pass legislation providing that 
any delegation or redelegation by the Sec- 
retary of the Treasury of any of his powers 
respecting the determination, assessment or 


(Continued on page 540) 
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Impact of the New Regulations 


on Oil and Gas 


By ETHAN B. STROUD 


No date has been announced for the finalization of the regulations on 

the Code sections dealing with oil and gas. Mr. Stroud knowingly discusses 
the proposed regulations, which were issued last November, 

and indicates where changes might be made in the final regulations. 


i vein new natural resources ‘regulations 
cover, implement and construe statutory 
Sections 611-614 and 263(c) of the 1954 
Internal Revenue Code. The 1954 Code 
repealed all of the previously existing fed- 
eral taxing statutes and consequently made 
all existing regulations obsolete.’ This re- 
peal, of course, included the regulations per- 
taining to oil and gas which were found 
primarily in Section 39.23(m) of Regulations 
118. Moreover, the structural revision and 
recodification of the 1939 Code created an 
obvious necessity for the complete struc- 
tural rearrangement of the oil and gas 
regulations. The addition of several com- 
pletely new provisions in the 1954 Code with 
respect to oil and gas taxation*® created a 
manifest need for completely new regula- 
tions construing and implementing these 
new provisions. 


Compared with prior regulations, the 
new oil and gas regulations have, conse- 
quently, been partly rewritten, partially re- 
vised, and entirely rearranged to follow 
the pattern of the 1954 Code in a more 


logical and topical order. The new regula- 
tions are arranged in a numerical sequence 
coinciding with the Code sections. The 
regulations under Section 611, for example, 
contain the rules with respect to the allow- 
ance of a deduction for depletion. The 
regulations under Section 612 provide the 
basis for cost depletion and the percentage- 
depletion rules are found in Section 613. 
The definition of a “property” is explained 
and amplified in the new regulations under 
Section 614; also included are the rules for 
aggregating properties, 

Other rules and principles, both old and 
new, are now found in the new regulations 
in the following general pattern: 

Section 1.611 of the new regulations con- 
tains the rules with respect to the equitable 
apportionment of the depletion allowance 
among several owners of economic inter- 
ests,’ such as lessor and lessee,‘ life tenant 
and remaindermen,’ trustee and beneficiary,° 
and property held by an estate.’ Most of 
the technical terms referred to throughout 
the regulations are defined in this section.* 





11954 Code Sec. 7851. 

2Such as Code Secs. 263(c) and 614. 
’ Regs. Sec. 1.611-1(c) (1). 

‘ Regs. Sec. 1.611-1(c)(2). 
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5 Regs. Sec. 1.611-1(c) (3). 
® Regs. Sec. 1.611-1(c)(4). 
™ Regs. Sec. 1.611-1(c) (5). 
* Regs. 


Sec. 1.611-1(d). 





The author is a member of the Dallas law firm of 
Matthews, Fisher, Budd & Stroud. He worked 
on the natural resources regulations while in the 
Treasury Department as an attorney 

in the office of the Legal Advisory Staff. 








The rules for the computation of cost de- 
pletion are given,” together with the rules ” 
for determining the contents of mineral de 
posits. Here also is the the rule for deter- 
mining the fair market value of mineral 
properties." An explanation of the “present 
value” method of valuation is spelled out 
in some detail.” Reference is made to 
Section 312 of Subchapter C of the 1954 
Code and regulations thereunder for the 
computation of earnings and profits for 
corporate dividend purposes where deple- 
tion is involved.” Further reference is made 
to Section 167 of the 1954 Code for the 
rules pertaining to depreciation, although 
this part of the new regulations expressly 
authorizes the “unit of production” method." 


Section 1.612 provides the basis for cost 
depletion; * contains the rules for the treat- 
ment of bonus and advanced royalty,” 
together with the restoration of depletion 
provisions; “ defines the term “delay rental” 
for the first time; and contains the new 
rules” on the option with respect to in- 
tangible drilling and development costs 
which is authorized by Section 263(c) of 
the 1954 Code. 

Section 1.613 contains the rules for com- 
puting percentage depletion” and provides 
that the rate shall be 27% per cent in the 
case of oil and gas wells.” This section of 
the new regulations also defines the term 
“gross income from the property”™ and 
the new term “taxable income from the 
property.” * 


22 


Section 1.614 contains the new rules de- 
fining “property” * and also delineates the 
® Regs. Sec. 1.611-2(a) (1). 
” Regs. Sec. 1.611-2(c). 
11 Regs. Sec, 1.611-2(d). 
2 Regs. Sec, 1.611-2(e). 
% Regs. Sec. 1.611-4. 
™ Regs. Sec. 1.611-5(a) 
% Regs. Sec. 1.612-1(a). 
1% Regs. Secs. 1.612-3(a) and 1.612-3(b). 
1 Regs. Sec. 1.612-3(a)(2). 
% Regs. Sec. 1.612-3(c). 
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election to 
operating 


the 
separate 


new rules with respect to 
aggregate” or merge 
mineral interests. 

Four pages of fairly large and legible 
statutory language are expanded in explana- 
tion to 21 pages of small print in the Federal 
Register! Of course, both the Code and the 
regulations deal with natural resources and 
minerals other than oil and gas. This ar- 
ticle, however, is concerned only with the 
oil and gas aspects of the new regulations. 

It would seem that such a lengthy disser- 
tation on the tax rules pertaining to oil 
and gas would cover the subject matter 
completely. This is not true. The new regu- 
lations do not cover many types of sharing 
arrangements, the sale of carved-out oil 
payments, or the merger of properties other 
than by aggregating under Section 614. Any 
oil or gas questions concerning corporations, 
partnerships, depreciation, capital gains and 
are, of course, found elsewhere in 
the Code and regulations. 


losses 


It has been suggested that the Treasury 
regulations should be completely rewritten 
in a comprehensive manner so as to include 
a complete restatement of the law with 
respect to oil and gas transactions.” It 
was suggested that such regulations should 
cover not only the matter contained in 
existing regulations but should correlate 
the various rulings, published and unpub- 
lished. Such a laudable and worth-while 
idea was discussed and considered during 
the summer of 1956 by the Service and the 
Treasury Department. It was felt, how- 
ever, that such a monumental task would 


Sec. 1.612-4. 
Sec. 1.613-1. 
Sec. 1.613-2(a) (1). 
Sec. 1.613-2(a). 
Sec. 1.613-4. 

* Regs. Sec, 1.614-1(a). 

** Regs. Sec. 1.614-2. 

* See Jackson, ‘“‘The Need for a Restatement 
of the Tax Laws Relating to Oil and Gas,’’ First 
Annual Institute on Oil and Gas Law, p. 343. 


” Regs. 
2» Regs. 
21 Regs. 
2 Regs. 
*% Regs. 
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involve more personnel and time than was 
available. Furthermore, two years had 
passed since the 1954 Code had been en- 
acted into law and 
pressure to issue at least tentative regula- 
In addition, it was felt that such a 
restatement of the law in the form of 
regulations would in many cases result in 
rigid and inflexible rules which would bind 
the Service and perhaps the taxpayer and, 
in many would be unworkable. 
Consequently, in find the 
to many problems it is still necessary to 


there was considerable 


tions, 


instances, 
order to answers 
refer to the old rulings and administrative 
decisions of the Service, as well as to the 
numerous court decisions on the subject. 


Process and Procedure in Writing 
Oil and Gas Regulations 


Four offices were directly concerned with 
the writing, development and promulgation 
of the new natural resources regulations. 
These offices are (1) The Engineering and 
Valuation Branch, Special Technical Serv- 
Division, Office of Commissioner, In- 
ternal Revenue Service; (2) Technical 
Planning Division, Office of the Assistant 
Commissioner (Technical), Internal Reve- 
nue Service; (3) Legislation and Regula 
tions Division, Office of the Chief Counsel, 
Internal Revenue and (4) Legal 
Advisory Staff (formerly the Office of the 
Tax De- 
partment. 


ices 


Service; 


Legislative Counsel), Treasury 


In August of 1954, immediately after the 
new Code had into law, an 
engineer in the Engineering and Valuation 
Branch of the Special Technical Services 
Division of the Internal Revenue Service 
commenced cutting out appropriate sections 
of the old pasting them 
together again in an order and sequence to 
No effort 
was made at this point to rewrite or add 
to the old regulations. This 
simply involved an attempt to 
the old with the 


sections. 


been enacted 


regulations and 


follow the new Code provisions. 
initial job 
correlate 
Code 


regulations new 


This initial draft was then forwarded 
to the Technical Planning Division in the 
Office of the Assistant Commissioner, In- 
ternal Revenue Service.“ There the job 


was assigned to an analyst who prepared a 
draft of the proposed regulations. 
This analyst was, of course, guided by the 


second 


draft prepared by the engineers. 


“7 For an excellent analysis of administrative 
procedure in the preparation of Treasury regu- 
lations, see Williams, ‘‘Preparation and Promul- 
gation of Treasury Department Regulations 
Under the Internal Revenue Code of 1954,’’ 


Oil and Gas 


When the 
to the satisfaction of the 
ning Division, it was forwarded to the 
Legislation and Regulations Division in 
the Office of the Chief Counsel of the Serv- 
ice where the project was assigned to three 
Here the study, 
research, exhaustive analysis and redrafting 


draft was completed 


Technical Plan- 


sec nd 


attorneys. processes of 
took place for nearly a year. 

During the summer of 1956 the Legal 
Advisory Staff of the Treasury Department, 
the office directly responsible to the Secre- 
tary of the Treasury, and the L & R Divi- 


sion (as it is colloquially called) began 
working together on a final draft. 
Last fall a team or committee of nine 


formed to go over all of the 
drafts in order to finalize the 
regulations for publication. This committee 
was composed of two engineers from the 
Engineering and Valuation Branch, two 
analysts from the Technical Planning Divi- 
sion, three lawyers from the L & R Division 
and two attorneys from the Legal Advisory 
Staff of the Treasury Department. This 
group of nine met in continuous session 
until the proposed regulations were finally 
drafted and completed. This final product 
was published as “Notice of Proposed Rule 
Making” in the Federal Register, in com- 
pliance with the provisions of the Adminis- 
trative Procedure Act, on November 3, 1956. 


All Treasury 


Treasury 


people was 
pre ype sed 


regulations are issued as 
and they 
highest departmental rank.* 
only rulings binding as 
dents by the Treasury Department. They 
are binding on all Internal Revenue Service 
personnel, including the 
Internal Revenue and the Secretary of the 
[reasury—although the latter 
of course, change or amend the regulations. 
Thus, to the extent that the 
gas regulations indicate an approach, take 


have the 
They are the 


Decisions, 


considered prece- 


Commissioner ot 


person can, 


new oil and 
a position, or provide an answer to a ques 
tion, they freeze the government’s relation 
ship with the taxpayer. Consequently, the 
new oil and gas regulations are of vital im- 
portance in the federal tax field. 


Impact of New Oil and Gas Regulations 
on Option to Expense Intangible Drilling 
and Development Costs 

The 1954 Internal Code 
duced a novel Congressional direction “—a 


Revenue intro- 


Proceedings of Eighth Tax Institute, University 
of Southern California, p. 733 

% Helvering v. New York Trust 
4 ustc {§ 1293, 292 U. S. 455 (1934). 

*% Code Sec. 263(c). 
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regulation prescribed by the Congress for 
issuance by the Treasury! This is perhaps 
the first instance in any Internal Revenue Code 
of a Congressional direction that “regula- 
tions shall be prescribed by the Secretary 
or his delegate under this subtitle corre- 
sponding to the regulations which 
were recognized and approved by the Con- 
gress in House Concurrent Resolution 50, 
Seventy-ninth Congress.” This Congres- 
sional prescription is found in Section 263 
(c) of the 1954 Code as an exception to 
the general rule disallowing the deduction 
of capital expenditures. It grants for the 
first time by statute an option to deduct 
intangible drilling and development costs. 
This direction by the Congress was followed 
by the Treasury Department in the pro- 
posed regulations.” 

It was never clear in every case under 
the prior regulations what part of the in- 
tangible cost could be deducted and what 
part got the intangible write-off. For ex- 
ample, the courts arrived at three different 
results concerning this option in the field 
of carried interests in Manahan," Herndon™ 
and Abercrombie.” The Treasury was anxi- 
ous to write a rule in the new regulations 
which would provide certainty for parties 
embarking on oil and gas ventures. 

The new regulations set forth, in effect, a 
new set of principles for applying the option 
with respect to intangible drilling and devel- 
opment expenses. The new rules achieve 
the virtue of certainty in a good many 
areas, but they also raise many questions 
and create uncertainties which will no doubt 
be answered, changed or explained in the 
final regulations.” 

The philosophy of the new intangible 
rules is to allow the intangible expense 
deduction to the person or persons putting 
up the money and bearing the risks of 
drilling, to the extent that such person or 
persons own a real and substantial operating 
interest in the property being drilled. To 
insure that such a real interest is possessed 
in every case, the working or operating 
interest has been technically defined and its 
period of existence with respect to the tax- 
payer taking the intangible deduction has 
been spelled out in terms of a _ pay-out 
period for the well drilled. 


% Regs. Sec. 1.612-4 


" Manahan Oil Company, CCH Dec. 15,812, 
8 TC 1159. 

2 Herndon Drilling Company, CCH Dec. 
15,061, 6 TC 628. 

% J. §. Abercrombie Company, CCH Dec. 
15,218, 7 TC 120, aff'd, 162 F. (2d) 338 (CA-5, 
1947). 
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This change had to be accomplished 
within the framework of the old regulations 
to the extent that the new rules were 
frozen by the language of Section 263(c). 
The old regulations” simply provided that 
the intangible drilling and development 
costs incurred by an operator could be 
deducted from the income as an 
expense at the operator’s option. An oper- 
ator was described simply as one who held 
a working or operating interest in any 
tract or parcel of land either as a fee owner 
or under a lease or under any other form 
of contract granting working or operating 
rights. The old regulations did not state 
how long the operator must hold the work- 
order 


gross 


ing interest in to qualify for the 
deduction. The old regulations did not 
define a working or operating interest. 


Many questions arose under those regula- 
tions as to who qualified as an operator and 
what qualified as a working interest. The 
old rule™ was subject to the further limita- 
tion that, in any case where a taxpayer 
undertook to drill or develop for the grant 
or assignment of a fraction of the operating 
rights, then only part of his costs, attribut- 
able to the fractional interest acquired, 
were within the option. Consequently, tax- 
payers were frequently uncertain, in the 
absence of a ruling, whether their particular 
transaction could meet the hurdle of admin- 
istrative review. It seemed, therefore, that 
a new rule or set of principles should be 
written consistent with the old regulations 
and administrative interpretation thereof, 
but it should be more precise, detailed and 
definite. 

The new rule is divided essentially into 
two parts. The first part is aimed primarily 
at a single owner of an oil or gas property, 
while the second part is directed at two or 
more owners of oil or gas properties. 


The rule provides” that the owner of an 


operating mineral interest may, at his option, 
deduct as expenses the intangible drilling 
and development costs incurred in the de- 
velopment of oil and gas deposits to the 
extent that these costs are attributable to 
his share of the total of all the operating 
mineral interests in the well. 


If more than one person “ owns an operat- 
ing mineral interest in an oil or gas well, 








* Of course, it is patently difficult to write 
intangible rules to cover all facets of imagina- 
tive and singularly versatile and varied financ- 
ing such as occurs in the field of oil and gas 

*® Regs. 118, Sec. 39.23(m)-16(a). 

% Regs. 118, Sec. 39.23(m)-16(a). 

* Regs. Sec, 1.612-4(a)(1). 


% Regs. Sec, 1.612-4(a)(2). 
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the total of such 
interests during the complete pay-out period 
is the share of the operating net income 
from the well that he is entitled to receive 
during the complete pay-out period. Each 
owner may, therefore, at his option deduct 
a fraction of the total intangible drilling and 
development costs, less all costs which are 
recoverable from production payments, royal- 
ties and net profits interests, but not in 
the either the actual 
intangible costs incurred by him, or his frac- 
tional share of the operating net income that 
he is entitled to receive during the complete 
pay-out period. If any owner incurs a share 
of the total intangible drilling and develop- 
ment costs in excess of his share of the total 
of all operating mineral interests in the well, 
such excess must be capitalized and recov- 
ered through depletion. 


each owner’s share of 


excess of lesser of 


Thus, the deductible portion of intangible 
expense is determined by the division of the 
net operating income during a_ selected 
portion of the period of production which 
has been denominated the complete pay-out 
period. Furthermore, the deduction is al- 
lowed only to the owner of an operating 
mineral interest. The prior regulations ™ 
allowed the deduction to the person owning 
an operating or working interest. 

The new 
four new terms: the “owner of an operating 
mineral interest,” the “complete pay-out 
period,” the “total operating gross income” 
and the “total operating net income.” 


regulations employ the use of 


The phrase “operating mineral interest” 
is a term borrowed from the rules pertain- 
ing to aggregation “ and appears to be func- 
tionally appropriate in the intangible field. 
It is defined as a separate mineral interest 
in respect of which the costs of production 
of the mineral are required to be taken into 
account by the taxpayer for the purposes 
of computing the limitation of 50 per cent 
of the taxable income from the property 
in determining the deduction for percentage 
depletion as provided in the Code," or 
would be so required if the well were in the 
production stage. Thus, an operating mineral 
interest is simply a working or operating 
interest where the taxpayer is liable for the 
cost of production. It is the antithesis of 
a royalty or an oil payment. 

The phrase “complete pay-out period” ® 
is defined as being the period measured by 
the time it takes for the operating net 








” Regs. 118, Sec. 39.23(m)-16(a). 


” Regs. Sec. 1.614-2(b). 
"'Code Sec. 613; Regs. Sec. 1.613-4. 
® Regs. Sec, 1.612-4(a) (2). 
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income from the well, after payment of all 
costs of operation, to equal all expenditures 
for drilling and development, both tangible 
and intangible, less all such expenditures 
which are recoverable out of production pay- 
ments, royalties and net profits interests. 
A “complete pay-out period” concept was 
adopted to prevent the intangible deduction 
being taken by a person to whom the work- 
ing interest might be assigned for a brief 
period with the interest reverting after the 


assignee had obtained the benefit of the 
intangible deduction. It was felt that a 
reasonable length of time was a_ period 


longer than a temporary assignment for tax 
purposes and shorter than a period measured 
by the full life of the well. Consequently, 
the “complete pay-out period” concept was 
adopted as a compromise between the two 
extremes. 

The phrase “total operating gross income” “ 
is defined to be the gross income from the 
well, excluding income attributable to royalty 
interests, production payments and net profits 
interests. The total operating gross income 
will thus usually be synonymous with work- 
ing interest income. 

The phrase “total operating net income” “ 
is defined to be the “total operating gross 
income” from the well reduced by an amount 
equal to the costs of operating the well. 
These operating costs, however, do not in- 
clude tangible or intangible development 
costs or deductions based thereon, such as 
depreciation and depletion. The “total op- 
erating net income” is clearly not the same 
thing as taxable income. The only deduc- 
tion from total operating gross income in 
calculating the total operating net income 
is the figure representing operating expense 
and overhead. Deductions for intangible 
development expenses, depreciation and de- 
pletion are not deducted in computing the 
operating net income.” These definitions 
should be kept in mind when preparing 
drilling and c:-erating agreements. 

How do these new intangible rules operate 
and what is their impact upon some of the 
more common oil and gas transactions ? 


One owner.—Where there is only one 
owner of a working or operating mineral 
interest located in the United States, such 
as a sole lessee, this sole owner is entitled 
to expense in full all of his intangible drill- 
ing costs if he properly exercises the option, 
since the deductible portion of the intangible 


Sec. 1.612-4(a)(2). 


*® Regs 
* Regs. Sec. 1.612-4(a)(2). 
% Regs. Sec. 1.612-4(a) (2). 
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fraction of the 
operating net income during the complete 


expense is based on the 


pay-out period. The single owner’s share 
of the operating net income during the pay- 
out period is 100 per cent regardless of 
outstanding royalties or overrides which are 
Furthermore, a sole 


nonoperating interests. 
owner’s intangible drilling costs cannot be 


in excess of his share of the total of all 


operating mineral interests. 


If an operator is working in a foreign 
country, he may run into difficulty if he is 
operating under an exploration or exploita- 
tion permit or with a citizen of the foreign 
country to whom the concession has been 
granted. This trouble about as a 
result of the change in the language in the 
new regulations which grants the option to 
deduct intangibles to the “owner of an 
operating mineral interest.” The prior regu- 
lations granted the option to an operator, 
that is, one who holds any form of contract 
granting working or operating rights. It is 
not believed that any change was intended 
by the new language, but a strict construc- 
tion might deny the option to persons who 
were afforded it under prior regulations. 
For example, a taxpayer holding a foreign 
oil concession, either by way of an explora- 
tion or exploitation permit, might not qualify 
as the owner of an operating interest. The 
possibility of not so qualifying would be still 
greater where the taxpayer participates in 
working and developing a foreign conces- 
sion by a contract with the foreign citizen 


comes 


to whom the concession is granted. 


Co-owners.—Where there are two (or 
more) co-owners of an oil or gas property 
and each incurs his pro-rata share of the 
drilling and development expense and there- 
after shares income and expense in propor- 
tion to his fractional interest in the property, 
no problem arises. Each co-owner may de- 
duct his fractional part of the intangible 
expense since the fraction which represents 
each co-owner’s share of the operating net 
income during the complete pay-out period 
will equal his fractional share of the in- 
tangible cost. Of course, it is necessary for 
co-owners to elect to be taxed as individuals 
and not as partners.” In the absence of such 
an election, partnership treatment is automatic. 


Where one co-owner of an oil or gas lease 
refuses to drill a well and the other co-owner 
undertakes the drilling, under the law in 
most states, including Texas, the drilling 
co-owner is entitled to recoup 
before the other party can commence shar- 


his costs 


* Code Sec. 761 
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ing in the oil or gas. In such a case it would 
seem that the drilling co-owner could deduct 
all of his intangible drilling costs, since the 
fraction which represents his share of the 
operating net income during the complete 
pay-out period is 100 per cent. However, it 
might be contended that the drilling co- 
owner had an oil payment payable out of 
the other party’s fractional interest. If the 
drilling co-owner is liable for all costs of 
production, he would have an operating 
interest under the new rule and such a con- 
tention would possess little merit. 

It is a fairly common practice to insert 
penalty clauses in operating agreements which 
provide that if one co-owner refuses to drill, 
the other co-owner may proceed with the 
drilling, in which event he may receive all 
income from the property until he recovers 
200 per cent to 300 per cent of his actual 
expenses. Under such an agreement, the 
drilling co-owner would necessarily be en- 
titled to all of the operating net income from 
the well during the complete pay-out period, 
and, consequently, may expense all of his 
intangibles, providing he properly exercises 
the option to do so. The oil payment argu- 
ment might be used by the Service in this 
type of situation as well as in the preceding one 

If co-owners engage a drilling contractor 
to drill a well on their property under a 
turnkey contract, there seems to be no doubt 
that each co-owner may deduct his frac- 
tional part of the intangible costs, providing, 
of course, that this cost is in proportion to 
each co-owner’s share of the operating net 
income during the complete pay-out period. 
A good deal of doubt and uncertainty is 
cast on such a transaction, however, by the 
new rule where one co-owner pays a turnkey 
price to the other co-owner. For example, 
take the case of A and B who are equal 
owners of the working interest in an oil 
or gas property. A is also a drilling con- 
tractor and agrees to drill a well on this 
property. B is anxious to limit his total 
liability for the drilling. It is estimated that 
the total intangible costs of drilling a well 
will range from $90,000 to $110,000. B pays 
A $50,000 under a turnkey contract for his 
one-half share, irrespective of the total in- 
tangible costs of the well. This is a fair 
market price. Assume that A incurs no 
difficulties in the drilling and is able to 
complete the well at a total intangible cost 
of $90,000. Although B has actually in- 
curred intangible costs of $50,000, it appears 
that he is limited in his intangible deduction 
to $45,000, since the new rule states that 
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each co-owner may deduct a fraction of the 
total intangible costs, but not in excess of 
the lesser of either the actual intangible 
costs incurred or his fractional part of the 
operating net income during the complete 
pay-out period. B’s share of the operating 
net income is one half, or 50 per cent. Fifty 
per cent of $90,000 is $45,000, which is less 
than B’s actual intangible cost of $50,000. 
Since B incurred a share of the total in- 
tangible costs in excess of his share of the 
total of all operating mineral interests in 
the well, he may have to capitalize $5,000. 
It is believed that under prior regulations, 
B would have been entitled to a deduction 
of $50,000, provided he had properly exer- 
cised the option. 


Free well.—In the free-well or obligation- 
well transaction, A assigns to B a fractional 
interest in a lease, in consideration for B’s 
agreement to drill and equip one or more 
wells free of cost to A with the parties 
sharing costs of operation, production and 
development proportionately after the first 
commercial well is completed. For example, 
A assigns an undivided one-half interest in 
a lease to B in consideration for B’s drilling 
and equipping one well free of cost. There- 
after the parties share equally in operation, 
production and development. Under the 
new regulations, as well as the old ones, 
B is entitled to expense only one half of 
his intangible costs, provided he properly 
exercises the option to do so. This result 
necessarily follows from the new rule be- 
cause B has only one half of the operating 
net income during the complete pay-out 
period. Furthermore, since B incurred in- 
tangible costs in excess of his share of the 
total of all operating mineral interests in 
the well, he must capitalize the balance as 
the cost of acquiring his interest in the 
property. 


Assignment retaining an override or op- 
tion to reacquire fraction of working inter- 
est.—Another common type of transaction 
is one in which A assigns all of the working 
interest to B in consideration for B’s agree- 
ment to drill one or more wells. A may 
retain either an override, which A may later 
exchange for a fractional part of the work- 
ing interest, or A may retain an option to 
reacquire a fractional part of the working 
interest within a limited period of time after 
oil is discovered. Does such a condition 
subsequently deprive B, the drilling party, 
of a portion of his intangible deduction? 
For example, assume that A, the owner of 
an operating mineral interest, assigns 100 
per cent of the working interest to B, in 
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consideration for B’s drilling a well. A 
retains an option to reacquire a 25 per cent 
working interest in the event oil is discov- 
ered. A must affirmatively exercise his 
option by written notification to B, and in 
such event A must bear all of the comple- 
tion costs of the well. Assume that B incurs 
intangible drilling and development expenses of 
$75,000 and discovers oil late in December 
of 1956. A exercises his option in January 
of 1957 ‘and incurs completion costs of 
$25,000. May B deduct $75,000, or $56,250, 
as intangible expense? The complete pay- 
out period will be the time it takes for the 
operating net income from the well to equal 
$100,000 plus costs of operation. B’s frac- 
tional share of this income in December 
was 100 per cent, but in January is only 
75 per cent. 

Assume that instead of retaining an op- 
tion, A retained an overriding royalty. A 
has the right to exchange this override for 
a fractional part of the working interest. 
A makes this exchange in 1957. Aside from 
the question of the tax-free exchange aspect, 
does this exchange deprive the drilling party, 
B, of a portion of his intangible deduction? 

In both 
tangible 


time the in- 
were actually imcurred by 
the drilling party, he was entitled to all of the 
operating net income from the well for the 
complete pay-out period. The new rule, 
however, is not clear as to when the deter- 
mination is to be made concerning the num- 
ber of persons owning an operating mineral 
interest in a well. It could be argued in 
both transactions that B, during 1956, was 
the only owner of an operating mineral 
interest and was, therefore, entitled at that 
time to 100 per cent of the operating net 
income from the well for the completé pay- 
out period and therefore entitled to a full 
intangible deduction. It could also be argued 
that there are two owners of the operating 
interest in the earlier year, since it is im- 
plicit from the agreement that the assignor 
will exercise his option if oil is discovered. 
This argument is less valid in the case of 
a retained royalty. 


situations at the 
costs 


Where B, the drilling party, has already 
taken a full intangible deduction and it is 
subsequently determined that B is entitled 
to only part of this deduction, what does 


B do? Will he have to amend his prior 
year’s tax return, or should he include in 
income in the year in which the optidn is 
exercised or the royalty exchanged a part 
of the deduction previously allowed? This 
is another area where the final regulations 
must clarify the rules. 
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Assignment of drill site——Another method 
commonly used in an effort to give one 
party the intangible deduction is to assign 
a drill site on the play, in consideration 
for which the assignee will be required 
to drill a well. For example, A transfers 
to B the entire working interest in a drill 
site, plus an undivided one-half working 
interest in the surrounding property in con- 
sideration of B’s agreement to drill a free 
well. The assignor, A, may retain a net 
profits interest or an overriding royalty in 
the assigned drill site as well as an un- 
divided one-half working interest in the 
surrounding property. It has been suggested “ 
that, under prior regulations, there was a 
possibility that the assignee, B, could write 
off only a fraction of his intangibles, since 
B was actually drilling the well partly in 
consideration for one half of the working 
interest in the surrounding acreage. It is 
submitted that under the new intangible 
rule the assignee, B, will qualify for a full 
100 per cent intangible deduction since the 
assignee’s fractional share of the operating 
net income that he is entitled to receive 
from the drill site well during the complete 
pay-out period is 100 per cent. 


Checkerboarding.—Another common trans- 
action is called checkerboarding. In this 
type of arrangement the lease owner has 
assembled a sufficiently large number of 
acres to warrant the drilling of a test well. 
This acreage is divided into alternating 
tracts, like a checkerboard. Each block 
therein is large enough for one well. In- 
stead of assigning the entire working inter- 
est subject to a reversion, the assignor 
assigns to the assignee every other tract, 
that is, either the “black” or the “white” 
squares in the checkerboard. In considera- 
tion for this assignment, the assignee agrees 
to drill one or more wells on the assigned 
blocks. The drilling of a successful well 
on any block or tract automatically 
provides the assignor with an offset location 
on which he may drill his own well. It 
seems fairly clear in transactions of this 
type that the assignee (as well as the 
assignor) is entitled to deduct all of the 
intangible drilling and development costs, 
since the assignee’s share of the operating 
net income from any well in this block 
during the complete pay-out period is 100 
per cent. 


one 


Assignment for services.—It is not unusual 
for an oil operator, prior to drilling, to 
assign a fraction of the working interest in 
a lease to his attorney, geologist or account- 
ant in consideration for services rendered 
by them. It would seem that under prior 
regulations the oil operator would not have 
been restricted in his intangible deduction, 
since the assignment of this fraction of the 
operating rights was not in consideration 
for drilling or development. The proposed 
regulations, however, limit the option to 
deduct intangibles whenever “any owner 
incurs a share of the total intangible drilling 
and development costs in excess of his share 
of the total of all operating mineral inter- 
ests.”” Consequently, the oil operator who 
assigns miné.al interests prior to drilling 
may be limited in his intangible deduction, 
since he would necessarily incur a share of 
the total intangible drilling and development 
costs in excess of his share of the total of 
all operating mineral interests in the well. 
Apparently the excess in such a case must 
be capitalized. It is not believed that the 
regulations intended this result, but there 
it is. It is not certain that this result can 
be avoided by assigning those operating in- 
terests after drilling. Promoters who put 
together blocks of leases and later sell or 
assign them retaining an undivided frac- 
tional working interest, may deprive the 
operator who eventually drills thereon of 
his full intangible deduction for the same 
reasons. 


Carried interest—A “carried interest” “ 
arrangement is an agreement whereby one 
co-owner of the working interest in a lease, 
known as the “carrying party,” advances a 
specified part or all of the drilling and 
development costs on behalf of the other 
co-owner, known as the “carried party or 
parties.” The carried party agrees to look 
for recovery of such advances only out of 
future production, if any, attributable to the 
carrying party’s share of the working inter- 
est. These agreements are generally created 
by a transfer whereby the owner of a work- 
ing or operating interest assigns a fraction 
of it in consideration of the assignee’s carry- 
ing the assignor for a specified drilling and 
development period. The carried party re- 
tains a reversionary right in a fraction of 
the working interests, which becomes effec- 
tive after the carrying party has recovered 





See Bergen, ‘‘Taxwise Drilling and Financ- 


ing of Wells,’’ Sixth Annual Institute on Oil and 
Gas Law and Taxation, pp. 505, 519. 

*See Fielder, “‘The Option to Deduct In- 
tangible Drilling and Development Costs,’’ 33 
Texas Law Review 825; Mahin, ‘‘Deduction for 
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from the assigned interests certain specified 
drilling, development and operating costs 
during the pay-back period. Thus, the car- 
ried party permanently assigns a fraction 
of the working or operating interest and 
temporarily assigns the remainder of it for 


a specified pay-out period. The temporary 


assigned interest reverts to the carried party 
after the carrying party has recovered ac- 
cording to the agreement between the parties. 


Under the new regulations ® the carrying 
party, or assignee, may expense the entire 
amount of his intangible drilling and de- 
velopment costs (providing he _ properly 
elects to do so) in those transactions where- 
in he drills, equips and operates a well on 
the assigned property at his own cost and 
expense, providing he has the right to take 
all of the oil or gas produced until complete 
pay-back, that is, until the operating net 
income (as that term is defined in the 
regulations) from the well equals all of his 
expenditures, both tangible and intangible, 
as well as operating expense. 


For example, assume that A, a lease 
owner, assigns all of his interest in this 
lease to B, in consideration for B’s drilling, 
equipping and operating one well until such 
time as B has ‘recovered all of his costs, 
that is, tangible, intangible and operating. 
At that point, one half of the working inter- 
est in the lease reverts to A, and the parties 
thereafter share income and expense on a 
fifty-fifty basis. B incurs intangible drilling 
and development expense in the amount of 
$60,000 and tangible expense, including com- 
pletion costs, of $40,000. The complete pay- 
out period will be the time that it takes 
for the operating net income from this well 
to equal $100,000, plus the costs of operation 
in the interim. B’s fractional share of the 
operating net income during this pay-out 
period is 100 per cent. Consequently, B 
may expense all of his intangibles or $60,000. 


Where the carrying party has the whole 
operating mineral interest for the complete 
pay-out period, it does not make any differ- 
ence how the parties agree to split the 
income and expenses at the end of this 
pay-out period. Naturally the carried party 
will be anxious to obtain part of the pro- 
duction as soon as possible and he may be 
unwilling for the carrying party to keep all 
the income from the well until complete 
pay-back—which, of course, could be many 
years. 


Suppose in the preceding example that the 
carrying party was entitled to recoup only 


his intangible drilling expense before re- 
version of A’s fractional interest. B now 
has the right to all of the oil or gas (after 
royalties and production payments) until he 
has recovered $60,000, at which point half 
of the interest reverts to A, and the parties 
thereafter share the income and expense 
fifty-fifty. The complete pay-out period is 
still the time that it takes for the operating 
net income to equal $100,000 plus costs of 
operation. During this period, B’s share of 
the operating income is 100 per cent of 60 
per cent plus 50 per cent of 40 per cent, or 
80 per cent. Consequently, the carrying 
party, B, may now deduct 80 per cent, or 
$48,000, of his intangible drilling and de- 
velopment costs. (Stated another way, the 
fraction which represents B’s share of the 
operating net income during the complete 
pay-out period is six tenths, plus one half 
of four tenths, or eight tenths.) 


The new rule can lead to arbitrary results 
in transactions which are not substantially 
different. For example, if the carrying party 
agrees to drill, equip and operate a well in 
consideration for the assignment of an un- 
divided one-fourth interest in the leased 
property and under the terms of the agree- 
ment he is entitled to recover all of his 
expenses—tangible, intangible and operating 
—from the operating net income and there- 
after three fourths of the interest reverts 
to the carried party with the carrying party 
retaining a permanent one-fourth interest, 
then the carrying party is entitled to expense 
all of his intangible drilling and develop- 
ment costs. However, if the facts are the 
same except that the carrying party agrees 
to recover 50 per cent of his costs (rather 
than 100 per cent) out of the total operating 
net income and then to recover the remain- 
ing 50 per cent out of one half of the oper- 
ating net income before falling back to his 
permanent one-fourth interest, he is entitled 
to expense only 75 per-cent of his intangibles. 
(His share of the operating net income is 
100 per cent of 50 per cent plus 50 per cent 
of 50 per cent, or 75 per cent.) 

The states that the owner of 
an operating mineral interest may deduct 
a fraction of the total intangible costs minus 
all such costs which are recoverable out of 
production payments, royalties and net profits 
interests. The complete pay-out period is 
also shortened by subtracting “all. . . ex- 
penditures which are recoverable out of pro- 
duction payments, royalties and net profits 
interests.” This italicized language was in- 
serted in the rule to prevent a 


new rule 


taxpayer 





# Regs. Sec. 1.612-4(a)(4). 
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from obtaining a larger and unwarranted 
intangible deduction by the use of an oil 
payment. It had no other purpose although 
the language have raised more 
questions than it settled. It was inserted 
to prevent this situation: A taxpayer under- 
takes to drill and equip a well in considera- 
tion for the assignment of an undivided 
one-fourth interest in the lease, plus a 
production payment payable out of the as- 
signor’s three-fourths interest. The agree- 
ment provides that the taxpayer is to receive 
the oil payment until such time as he re- 
covers the total intangible drilling and de- 
velopment costs incurred by him. Assume 
that the taxpayer incurs total development 
costs of $100,000, of which $75,000 is in- 
tangible drilling and development expense. 
The complete pay-out period must, by defi- 
nition, be that length of time which it takes 
for the operating net income to equal $100,000. 
The oil payment is by definition excluded 
in determining the operating net income 
during the complete pay-out period. Three 
fourths of the first $100,000 of production 
income (after operating costs, which have 
been omitted in this example for simplicity) 
discharge the oil payment and reduce the 
operating net income for that period to 
$25,000. The taxpayer is entitled to receive 
100 per cent of this first $25,000 income. 
Except for the limitation, the total pay-out 
period would extend until an additional 
$75,000 of operating net income had been 
produced from the well. The taxpayer’s 
share during the additional period would 
be $18,750, making a total share for the 
complete pay-out period of $43,750. Conse- 
quently, except for the limitation, the tax- 
payer would be entitled to 100 per cent 
of 25 per cent, plus 25 per cent of 75 per 
cent, or a total share of 43.75 per cent. 
On this basis, deduction for intangibles 
would amount to 43.75 per cent, although 
it is apparent that his share of the operating 
mineral interest is only 25 per cent. De- 
ducting the recoverable out of the 
production payments, the complete pay-out 
period ends when the total production is 
$100,000. Since the taxpayer’s share of the 
operating net income during this period is 
$25,000, his intangible deduction is limited 
to 25 per cent. 


seems to 


costs 


This effort in the regulations™ to limit a 
taxpayer’s deduction for intangibles raises 
many questions. For example, if the tax- 


payer expends $100,000 for the drilling and 
equipping of a well and, in consideration, 
receives one half of the working interest 
plus an oil payment to recompense him for 
all of his expenditures in the amount of 
$100,000, it can be argued that this taxpayer 
obtains no intangible deduction whatsoever, 
since all of his costs are recoverable out of 
the oil payment. Under prior regulations 
he would have been permitted to deduct one 
half of the intangible expense. 

A good many more questions are raised 
by the new intangible rules than it is pos- 
sible to answer in an article of this length. 
For example, in a rare case where the 
carrying party’s right to operating net in- 
come during the complete pay-out period 
is based upon a particular allowable (such 
as a discovery or regular allowable), it is 
not clear what happens where this allowable 
changes or varies. It would seem to be 
impossible, prior to the actual end of the 
pay-out period, to ascertain the exact amount 
of the operating net income. Before the end 
of such a pay-out period, however, the 
statute of limitations may have barred any 
changes in the intangible deduction. 

Another question is raised in transactions 
where additional wells may be drilled by 
the carrying party with the right to apply the 
income from such additional wells to the 
cost of the first well drilled. If the carrying 
party receives income from a second well, 
this amount will shorten the time during 
which the carrying party retains the income 
with respect to the first well. Thus the 
carrying party may lose a portion of his 
intangible deduction as the result thereof, 
since he does not retain the operating net 
income from the first well for the complete 
pay-out period. 


Impact of New Oil and Gas Regulations 
on “Property” 


The word “property” is defined by statute 
for the first time in the 1954 Internal Rev- 
enue Code." The new definition is essen 
tially a codification of administrative rulings 
set forth by the Treasury in G. C. M. 22106 
and G. C. M. 24094." This definition is 
amplified and explained in the new regula- 
tions in both the definition section ™ and ir. 
more detail in the aggregation section.™ 

The term “property” is defined to mean 
each separate economic interest acquired in 








ad The meaning of the language is ambiguous, 
and it has been the subject of many protests 


to the Treasury Department. It will probably 
be clarified in the final regulations. 
51 Code Sec. 614(a). 
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®G. C. M. 22106, 1941-1 CB 245; G. C. M. 
24094, 1944 CB 250. 
8 Regs. Sec. 1.611-1(d). 


* Regs. Sec. 1.614-1(a). 
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each mineral deposit in each separate tract 
or parcel of land or an aggregation of such 
mineral interests which are permitted under 
Section 614. The word “property” is thus 
defined in terms of the possible 
unit. It is determined by minima rather 
than maxima. To find this smallest unit it 
is necessary to look for three things: (1) 
number of interests, (2) number of deposits 
and (3) number of separate tracts or parcels 
of land. 


smallest 


The phrase “each separate interest” refers 
to various types of economic interests owned 
by a taxpayer in a mineral deposit. The 
interest may be a working interest or an 
operating interest, a royalty or an overriding 
royalty interest, a production payment or a 
net profits interest. 


The phrase “each mineral deposit” refers 
to a producing zone, sand or pool contained 
in or under each separate tract or parcel of 
land. The new regulations define ® a mineral 
deposit as “minerals in place in each sepa 
rate tract or parcel of land.” 
deposit cannot be contiguous or adjacent to 
another mineral deposit. For example, if 
one mineral deposit is separated by a fault 
block, such deposit would be considered as 
noncontiguous and would, therefore, 
stitute two separate deposits. This definition 
of a deposit may not be as simple in practice 
as it sounds on paper. Petroleum geologists 
may disagree as to what constitutes a de- 
posit or the extent of a pool, sand or geo- 
logical formation. 


The mineral 


con 


The phrase “each separate tract or parcel 
of land” means an area, either surface or 
subsurface, which is delineated by metes and 
bounds or lot and_ block 
It is a geographical entity. A 
separate tract or parcel of land cannot en- 
compass which are 
To constitute a separate tract or parcel of 
land, the lands must be so situated that one 
may pass from one part to the other without 
passing over the lands of another.” Tracts 
or parcels of land may be separated by 
conveyancing, and if the 
may again be 
conveyancing 


description or 
otherwise. 


areas noncontiguous. 


various parcels 


are contiguous, 
amalgamated by 
property is transferred by one owner to 
another person. Tracts of land may, of 
course, be physically separated because of 
geography. Even though tracts of land are 
contiguous, they constitute a separate tract 
or parcel of land where they are sold, as- 


joined or 
where the 


signed or leased to a taxpayer either by 


* Regs. Sec. 1.611-1(d) (4). 
% Berkshire Oil Company, 
9 TC 903. 
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CCH Dec. 16,125, 


different persons or at different times. Con- 
tiguous areas, such as two adjacent leases, 
form tract or parcel of land 
if they are received from a single owner at 
the same time. This is true 
such leases constituted more than one sepa- 
rate tract or parcel of land in the* hands 
of the transferor. Could 
an owner of two adjacent leases which were 


one separate 


even though 


former owner or 


received in separate conveyances from sepa- 
rate effect a merger by simply 
conveying to a strawman and having the 
strawman reconvey back to him? The an- 
least under the 
proposed regulations, is probably in the nega 
tive, although it would seem from both the 
theoretical and practical standpoint that the 


persons 


swer to this question, at 


owner of two adjacent leases has only one 
interest in one separate tract or parcel of 
land, irrespective of the number of trans- 
It is understood that this particular 
point has been the subject of protest to the 
lreasury Department, and the final regula- 
tions will probably clarify this question. 


ferors. 


If a taxpayer owns one separate tract of 
land undet there are three 
and distinct deposits of oil or gas, he owns 
three each 
of which constitutes a separate property. If 
the same oil underlies the entire 
tract, the taxpayer only 
separate property unless he 
interests in separate conveyances, in 
case he will then many 
properties as there are separate conveyances. 
If the taxpayer acquired three noncontigu- 


which separate 


separate mineral interests, one 
deposit 


will have one 


received his 
which 


own as separate 


ous tracts of land for a single consideration 
from a single owner in a single deed, he 
would own three separate properties, even 
if the same mineral deposit underlies the 
entire area. 

Under the old regulations™ and 
a taxpayer owned two or more 
properties which were included in a single 
tract or parcel of land, he could consider, 


law, if 
mineral 


treat and operate such properties as a single 
property, provided he consistently followed 
such treatment from the beginning. For 
example, in the Amherst Coal case,” the 
taxpayer mined coal from three mines lo- 
cated on 4,600 acres of land all within a 
single boundary. This property had 
acquired in many parcels over a 28-yeai 
period. The taxpayer, in computing its 
percentage depletion consistently treated its 


been 


income as arising from a single property 
which it had always considered as one eco- 


| Regs. 118, Sec. 39.23(m)-1(i). 
588 Amherst Coal Company, CCH 
11 TC 209 (non-acq.). 
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nomic operation, although the taxpayer’s 
books did the production from the 
land separately for the purpose of comput- 
ing royalties. The Tax Court held that 
there was only one property for depletion 
purposes, upholding the taxpayer’s contention. 

This 


result. 


show 


case seems to reach the correct 
Nevertheless, this rule in the old 
regulations led to a good deal of confusion 
and litigation. For example, in the Black 
Diamond Coal Company case,” a federal dis- 
trict court recently held that four separate 
coal leases could be considered as one prop- 
erty for the purposes of computing depletion 
on the coal mined therefrom, even though 
one of the leases was approximately five 
miles from the other three and in spite of 
some evidence that the taxpayer had not 
consistently treated these leases as a single 
property from the beginning. There were 
other similar cases” in which the courts 
simply refused to follow the old regulations 
and, by applying practical economic tests, 
had, in effect, permitted merging or aggre- 
gation of mineral properties for the purpose 
of computing depletion. 


Under the new oil and gas regulations,” 
a taxpayer under similar circumstances may 
no longer consider and operate separate 
leases as a single property unless a proper 
election to aggregate is made under Section 
614(b). li those cases where a taxpayer has 
previously treated his mineral interests as 
a single property under prior regulations, he 
must now separate his interests into sepa- 
rate properties if he does not choose to 
aggregate. The regulations™ state that the 
basis of such separate properties must be 
established by a reasonable method. 


It might be concluded from the old regu- 
lations that the property definition was 
applicable for depletion purposes only. The 
new property definition, however, is appli- 
cable not only for depletion purposes (both 
cost and percentage) but also for the com- 
putation of gain or loss upon a sale or 
exchange and for all other purposes under 
Subtitle A of the 1954 Code. 





%° Black Diamond Coal Mining Company v. 
Davis, 56-1 ustc § 9194 (DC Ala., 1955). 

*® Black Mountain Corporation, CCH 
14,582, 5 TC 1117. 

*! Regs. Sec. 1.614-1(b). 

® Regs. Sec, 1.614-1(b). 

® Regs. Sec. 1.614-1(a)(1). 

* The aggregation provisions found in Sec. 
614 of the 1954 Code were sponsored primarily 
by the representatives of coal, iron and other 
similar interests rather than the oil and gas 
industry. In fact, it seems to have been an 
afterthought to have the aggregation election 
apply to the oil and gas industry. There was 
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Impact of New Oil and Gas Regulations 
on Election to Aggregate Properties 


Suppose that a taxpayer has brought into 
play the 50-per-cent-of-net-income limitation 
with respect to his percentage-depletion de- 
duction, because of intangible drilling ex- 
penses resulting from a large drilling program. 
Or, perhaps, the costs of operations of a 
specific lease have risen, and these high 
overhead and operating costs have brought 
about the 50-per-cent-of-net-income _ limita- 
tion on percentage depletion. As a result 
of one or both of these events, the 27% 
per cent of gross income from the property 
is more than 50 per cent of net income. 
Consequently, the taxpayer stands to lose 
a substantial tax deduction. This is the time 
when the taxpayer may desire to consider 
aggregating these high-cost properties with 
other properties on which depletion is al- 
lowed on the basis of 27% per cent of the 
gross income from the property.” 


The general rule® provides that a taxpayer 
who owns two or more separate operating 
mineral interests, which constitute part or 
all of an operating unit, may elect to form 
one aggregation of any two or more operat- 
ing interests and to treat the aggregation 
thus resulting as one property for all pur- 
poses. Any operating interest which the 
taxpayer does not elect to include within 
an aggregation shall be treated as a separate 
property. 


This resulting aggregation is to be con- 
sidered as one property not only in com- 
puting depletion but also for all other purposes 
under Subtitle A of the 1954 Code, including 
the determination of gain or loss upon a 
sale or exchange as well as on an abandon- 
ment loss, 


It is not necessary that the separate 
operating interests be contiguous or in- 
cluded in a single tract or parcel of land 
in order to aggregate them. The operating 
interests may be widespread geographically. 
The only requirement is that the operating 
interests must be included within the same 


activity in the last Congress to limit the elec- 
tion to aggregate to the hard mineral industry. 
The Millis subcommittee of the House Ways and 
Means Committee has, before it a recommenda- 
tion of the Treasury and the Joint Committee 
on Internal Revenue Taxation to amend Sec. 
614 so that it applies in a more limited manner 
in the case of the oil and gas interests. It 
remains to be seen whether or not this piece 
of legislation will be enacted. In the meantime 
or, perhaps, for a long time, the oil industry 
is faced with the prospect of deciding whether 
to aggregate or not to aggregate. 
® Regs. Sec. 1.614-2(a). 
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operating unit, and a taxpayer may not 
elect to form more than one aggregation 
of separate operating mineral interests within 
one operating unit. 


The rule permits aggregations of 
“separate operating mineral interests” which 
constitute part or all of an “operating unit.” 
These terms are words of art—the former 
having been defined in the statute in Section 
614(b)(3) and the latter having been defined 
less strictly in the new regulations.” An 
“operating mineral interest,” as 
previously under the intangible-deduction 
regulations, means a separate mineral inter- 
est owned by a taxpayer in each mineral 
deposit in each separate tract or parcel of 
land, in respect of which the costs of pro- 
duction are required to be taken into account 
by the taxpayer for the purposes of com- 
puting the limitation of 50 per cent of the 
taxable income from the property in deter- 
mining the deduction for percentage deple- 
tion, or such costs would be required to 
be taken into account if the well or another 
natural deposit were in the production stage. 
In short, an operating mineral interest is 
simply one in which the taxpayer is re- 
sponsible or liable for the costs of produc- 
tion. It thus clearly includes a working 
interest in an oil or gas lease. The operating 
mineral interest is defined in terms of and 
correlated with the property concept and 
definition. Except for this correlation in the 
regulations it is conceivable that an “operat- 
ing mineral interest” could be something 
entirely different from a “property.” Of 
course a “property” includes both an “op- 
erating interest” and a “nonoperating mineral 
interest.” 


new 


discussed 


A “nonoperating mineral interest” is a 
statutory term defined by Section 614(c) (2) 
as the antonym or antithesis of an “operat- 
ing interest.” It includes “only interests 
which are not ‘operating mineral interests’ 
within the meaning of Sub-Section (b)(3).” 
In other words, a nonoperating mineral 
interest is one in which there are no costs 
of production and consequently none are 
required to be taken into account for the 
purposes of computing either the depletion 
allowance or the limitation thereon. A non- 
operating mineral interest clearly does not 
include a working interest but could be 
either a royalty, an overriding royalty, a 
production payment or a net profits interest. 


A taxpayer may not aggregate operating 
mineral interests and nonoperating mineral 


interests.” For example, a royalty may not 
be aggregated with a working interest. 
Furthermore, a nonoperating mineral inter- 
est may not be aggregated at all unless 
the consent of the Commissioner is first 
obtained. Consent will not be given to a 
taxpayer unless it is established that he will 
endure an “undue hardship,” if such non- 
operating mineral interests are not treated 
as one property. A tax disadvantage to the 
taxpayer will not be deemed to be an undue 
hardship, but a hardship may arise where it 
is impossible for the taxpayer to determine 
boundaries or costs of his acquisition of sepa- 
rate interests, or if he cannot determine the 
separate deposits from which his payments 
with respect to a royalty production pay- 
ment or net profits interest will be derived. 

The regulations do not state whether a 
carried interest is an operating or non- 
operating interest. It is believed, however, 
that the carried party in a carried-interest 
arrangement possesses a nonoperating inter- 
est during the pay-out period. The carrying 
party has an operating interest. At the end 
of the pay-out fractional 
interest reverts to the carried party and he 


period when a 
commences sharing income and production 
expenses, an operating interest comes into 
being. At that time the carried party’s right 
to make an election to aggregate will arise. 
He will not have the right to make an elec- 
tion prior to that time, unless the consent 
of the Commissioner is secured after a proof 
of undue hardship. 


The operating interest is defined in terms 
of “costs of production” which a taxpayer 
takes into account in determining the limita- 
tion on depletion. 
tion, 


These costs of produc- 
include all of the 
costs which, from an accounting standpoint, 


however, do not 


would be taken into consideration in com- 
state that 
the “costs of production” for the purpose of 
determining this “operating interest” do not 
include intangible drilling and development 
costs, exploration expenditures under Sec- 


6S 


puting income. The regulations 


tion 615,” development expenditures under 
Section 616,” and production taxes payable 
by holders of nonoperating interests. In- 
tangible drilling and development costs are 
costs but are 


not considered pri duction 


deemed to be development costs, even 


though they are figured in the computation 
of the 


50-per-cent-of-net-income limitation. 





® Regs, Sec. 1.614-2(b). 
®8™ Regs. Sec. 1.614-2(b). 
® Regs. Sec. 1.614-2(b). 
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Is it possible for the owner of a non- 
operating interest to contract or agree to 
share part of the production costs merely in 
order to qualify his interest for the aggrega- 
tion election? For example, may a taxpayer 
who owns a royalty interest agree to pay 
an infinitesimal fraction of production costs, 
say a one-one thousandth fraction of these 
costs, in order to attempt to qualify his non- 
operating which the 
costs of production are taken into account 
for 50-per-cent-of-net-income-limitation pur- 
poses? The answer would seem to be in 
the negative, at least with respect to the 
remaining fractional interest. The present 
Service thinking would be to treat the one- 
one thousandth interest as a working interest, 
would qualify the 
aggregation election, and to look upon the 
remaining portion of the interest as a non- 
operating interest. 


interest as one for 


which, of course, for 


In order to properly aggregate his sepa- 
rate operating mineral interests, a taxpayer 
must delineate the area of his “operating 
unit.” The statute not define an 
operating unit, but the proposed regula- 
tions ™ state that an “operating unit” refers 
to “operating mineral interests” which are 
operated together for the purpose of pro- 
ducing minerals. The term refers to a 
producing unit and not to an administrative 
or sales organization. It consists of a number 
of operating mineral interests whose produc- 
tion operations co-ordinated into a 
unified (rather than a diversified) organi- 
zation. 

The new 
presence of 


does 


are 


regulations” state that the 
four common factors indicate 
that a taxpayer’s mineral interests are being 
operated as a unit. These factors are (1) 
common field or operating personnel, (2) 
common supply and maintenance facilities, 
(3) common processing or treatment plants 
and (4) common storage facilities. It is 
believed that four factors are il- 
lustrative and not exclusive. 


these 


Noncontrolling factors, especially where 
separate interests are geographically wide- 
spread, are (1) a single set of accounting 
records, (2) a single executive organization, 
(3) a single sales force and (4) the fact that 
the mineral is shipped to the same manu- 
facturing or processing plant. 

Since it is practically impossible to define 
an operating unit specifically and in other 
than generic terms, a good deal of discre- 
tion is left to the taxpayer to determine 
what his own operating unit is. The regula- 


1 Regs. Sec. 1.614-2(c) 
™ Regs. Sec, 1.614-2(c). 
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tions recognize that operating units may not 
be uniform in the natural resources industry 
or in any specific segment of the industry, 
such as oil and gas, or even in the operations 
of a particular taxpayer. Business reasons 
might dictate to taxpayers the formation of 
operating units that vary in size and con- 
tent. It is even conceivable that two tax- 
payers owning exactly the same number of 
properties and the same number of acres 
adjoining each other could have different 
operating units. 

Co-owners of property in an operating 
unit must exercise care in the actual opera- 
tions of their leases. A co-owner of two 
or more operating interests may not aggre- 
gate the co-owned interest unless it is 
actually operated by that co-owner in his 
operating unit. For example, if A owned 
and actually operated the entire working 
interest in lease X and also owned an un- 
divided fraction of lease Y in which B 
owned the remaining interest, and which B 
actually operated as a unit with lease Z, 
then A, according to the regulations,” may 
not aggregate his interest in lease X with 
his undivided interest in lease Y, since they 
are not actually operated as a unit. B may 
aggregate, if he so elects, leases Y and Z. 
In spite of this example, the regulations 
recognize that a taxpayer may operate his 
interests through an agent or employee. 
Consequently, in the foregoing example, 
it would seem that if A actually operated 
lease X and his undivided fraction of lease 
Y with the same personnel, used the same 
supply facilities and put his oil or gas into 
the same tank batteries, then both interests 
would properly be within A’s operating unit, 
even though B operated lease Y as an agent. 
Consequently, both A and B could elect to 
aggregate their respective interests in leases 
X, Y and Z. 

The election * to aggregate shall be made 
not later than the time prescribed by law 
for filing the taxpayer’s income tax return 
(including extensions thereof) for either the 
first taxable year beginning after December 
31, 1953, and ending after August 16, 1954, 
or the first taxable year in which any ex- 
penditure for exploration, development or 
operation in respect of the operating interest 
is made by the taxpayer after the acquisi- 
tion of such interest. The taxpayer may 
choose the later of these two dates to make 
his election. 

If the taxpayer fails to make a timely 
election for a particular operating interest, 





Regs, Sec. 1.614-2(c). 
™ Regs. Sec. 1.614-2(d)(1). 


TAXES —The Tax Magazine 





then this interest will be treated as a sepa 
rate property and cannot be included in any 
aggregation within the operating unit of 
which it is a part, unless the taxpayer 
obtains the consent of the Commissioner. 
It is immaterial whether or not any 
proven deposit has been discovered at the 


time the expenditures for exploration or 


development are made on a property. Fre- 
quently expenditures for seismograph and 
other geological work are made many years 
prior to the time a well is actually drilled. 
The taxpayer does not know for certain at 
that time whether or not 
lies his property. 


gas under- 
Nevertheless, if the tax- 
payer is to make an election to aggregate 
an operating interest, it must be made for 
the year in which such costs are incurred. 
This requirement forces the 
make an election at a 


oil or 


taxpayer to 
time when it is not 
known whether there is any oil or gas and, 
thus, at a time when the taxpay<-: 
know whether he has an operating mineral 


dc es not 


interest, as that term is defined in the regu- 
lations. If the know 
whether he 
not know 


taxpayer does not 
has oil and, 
whether he has an operating 
interest, he certainly does not know whether 
what he know he part of 
an operating unit.” The proposed regula- 
tions ™ provide, however, that where ex- 
penditures for exploiting one mineral deposit 
result in the discovery of another deposit, 
the election with respect to this other de- 
posit may be made for the taxable year in 
which such a deposit is discovered and not 
for the taxable year in which the expendi- 
tures were first made which resulted in its 
discovery. rules suggest the 
sibility of charging all expenditures made 
on inactive operating 
wildcat 


therefore, does 


does not has 1s 


These pos- 


interests, such as 
leases, to a particular horizon or 
supposititious deposit in order to preserve 
the election for subsequently discovered 
deposits. 


The election‘ 
attaching a 


to aggregate is made by 
statement to that effect with 
the income tax return for the first taxable 
year for which the made. For 
example, if a taxpayer desires to aggregate 
operating mineral interests for the year 
1956, he will file a statement to that effect 
with his tax return filed on April 15, 1957 
(or March 15, 1957, if the 
corporation). The 
state that he is electing to aggregate specific 
operating mineral interests. 


election is 


taxpayer is a 


taxpayer ‘must clearly 


These operat- 


% This defect is inherent in the statute rather 
than in the regulations. 
7% Regs. Sec. 1.614-2(d) (1). 
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ing mineral interests must be described, 
and it must be shown that they are within 
a proper operating unit. The operating unit 
must then be described in sufficient detail 
to show that the various operating interests 
are properly within this 
unit. 


single operating 

The election ® to aggregate becomes effec- 
tive at the earliest date within the taxable 
year affected in which the taxpayer incurred 
any expenditures for exploration, develop- 
ment or operation of the property. For 
example, a taxpayer who owns and operates 
an aggregation of properties in 1955 com- 
mences drilling on another operating mineral 
interest on June 1, 1956. This 
within the operating unit containing the 
aggregation. The election to 
with the initial aggregation 


interest is 


aggregate it 
(assuming that 
this drilling is the first expenditure) must 
be made on March or April 15, 1957. The 
property will become part of the aggrega- 
tion for all purposes on June 1, 1956. 


Once a taxpayer makes an election to 
aggregate operating mineral interests, he is 
bound by that that taxable 
year and all subsequent taxable years unless 
consent to make a change is obtained from 
the Commissioner. 


election ™ for 


However, consent to 
treatment of an operating in 
terest will not be granted by the Commis- 


change the 


sioner where the reason for such a requested 
change is due to tax consequences 
Consequently, a taxpayer can 
clude within the 
operating 
previously 


alone. 
neither in 
aggregation a 
interest 


separate 
had 
treat apart from the 
aggregation, nor exclude from the aggrega 
tion a separate operating interest previously 


mineral which he 


elected to 


included therein unless the Commissioner’s 
obtained, the 
changes or the 


consent is operating unit 


“ivy” option is exercised. 


In any case in which the taxpayer's op 
erations change so that an operating interest 
which has been aggregated and included in 
an aggregation is no longer a part of the 
operation unit, then the taxpayer cannot 
continue this aggregation, since an aggrega 
tion can include only those operating 
interests which are a part of the same operat 
ing unit. The 
has a choice of exercising the option granted 
in Section 1.614-2(d)(5) (iv), which is here- 
inafter obtain consent from 
the Commissioner to form a new aggregation 


taxpayer, in such a case, 


discussed, or 


Where property is received by a taxpayer 
which has a transferred basis, any election 
™ Regs. Sec 
™ Regs. Sec 
” Regs. Sec. 


1.614-2(d) (2). 
1.614-2(d) (3). 
1.614-2(d) (4). 





to aggregate this property made by the 
transferor is not binding upon the trans- 
feree. The transferee may make a separate 
election to aggregate this property. The 
regulations provide™ that if a transferee, 
donee, or grantee acquires property which 
has been aggregated by the transferor, 
grantor and if the basis of such 
property in the hands of the transferee, 
donee, or grantee is determined in whole 
or in part by reference to the basis of the 
aggregated property in the hands of the 
transferor, donor, or grantor, then the trans- 
feree, donee, or grantee is not bound by the 
The transferee, 
donee, or grantee must apportion the trans- 


dk mor or 


election prev i vusly made. 


feror’s, donor’s, or grantor’s basis among 
the properties acquired, in proportion to the 
relative market value on the date of 
the transfer. This rule does not apply to a 
trust where the grantor is treated as the 
owner thereof under Section 671 of the 1954 
Code. 


fair 


Generally speaking, aggregations may be 
invalid™ in spite of a timely and proper 
election, where properties in two or more 
operating units have been aggregated as one 
property, where properties in one operating 
unit have formed into two or more 
aggregations, or where the operational facts 


been 


have actually changed the original operating 
unit. 

The general philosophy of the invalid 
aggregation rule is that where aggregations 
of properties are invalid for any reason, all 
of the properties contained therein must 
be treated by the taxpayer as separate prop- 
erties except that the taxpayer is granted 
an option which may be exercised under 
certain circumstances and which will entitle 
him to reaggregate the various properties 
in a correct manner. 
regulations ™ divide invalid ag- 
gregations into two general categories called 
invalid aggregations and invalid ad- 
ditions. 


The new 


basic 


An “invalid basic aggregation” is defined 
in the new regulations ™ as an aggregation 
which was invalid initially or which became 
invalid at a later date because of changes 
in the taxpayer’s operating unit after the 
initial aggregations were formed. 
initial aggregations or “invalid 
gregations,” as they are referred to, are 
invalid more than one 
aggregation has been formed in an operating 
unit, which is prohibited by the statute, or 


These 
basic ag- 


generally because 


because operating interests in two or more 
operating units have been aggregated, or 
because both of these situations existed. 
An invalid basic aggregation may have been 
formed in the year when the taxpayer made 
his first election under Section 614(b) of the 
1954 Code, in any year during which more 
than one operating interest which is not a 
part of any existing operating unit of the 
taxpayer became subject to the election, or 
in any year during which the taxpayer’s 
operating unit has changed. For example, 
a taxpayer owns a lease under which lie six 
separate deposits of oil. The taxpayer pro- 
duces this oil from six wells, one on each 
deposit on the lease. He uses the same 
field personnel, supply house, tank battery 
and on-site separator for all six oil wells— 
in other words, the six interests are within 
one operating unit. This taxpayer elected 
to aggregate in his tax return for the year 
1954. If he made two aggregations of these 
six interests, they will be classified as in- 
valid basic aggregations, since only one 
aggregation may be made within an operat 
ing unit. On the other hand, if the tax- 
payer had properly elected to aggregate the 
six separate interests as one aggregation 
within his operating unit, he would have 
made a proper and valid basic aggregation. 
However, if in 1957 he hired additional and 
new field personnel, built a new supply 
house, and acquired a second on-site separator 
and tank battery for three of these interests 
—in other words, changed his operating 
unit—then the basic aggregation which this 
taxpayer made for 1954 will become an in- 
valid basic aggregation in 1957. If during 
any year the taxpayer has an invalid basic 
aggregation, all of the operating interests 
included in such an aggregation will be 
treated as separate properties for all pur- 
poses, unless the taxpayer chooses to exer- 
cise the “ivy” option, as hereinafter discussed. 


The regulations ™ define the term “invalid 
additions” as additions that a taxpayer 
makes by aggregating an operating interest 
with an aggregation which had been formed 
in a previous year. Such additions are in- 
valid for two One is that the 
taxpayer elects to aggregate an operating 
interest with an aggregation which was 
invalid from the start. A second reason is 
that the taxpayer aggregate an 
operating interest in the wrong operating 
unit—that is, the property was properly a 
part of another operating unit rather than 
the one in which the taxpayer sought to put 


reasons: 


elects to 





* Regs. Sec. 1.614-4(a) (5). 
St Regs. Sec. 1.614-2(d) (5). 
* Regs. Sec. 1.614-2(d)(5) (i). 
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it. For example, the taxpayer owns and 
operates six oil wells, each of which is pro- 
ducing oil from a separate deposit. Deposits 
1, 2 and 


deposits a 


East Texas, and 
located in West 
In his return for 1954, the taxpayer 


3 are located in 
6 and 7 are 
Texas. 
incorrectly elected to aggregate all six op 
erating interests into one aggregation. In 
1955 the taxpayer makes his first expendi 
ture in drilling well number 7, which well is 
drilled to a separate deposit which is 
properly a part of the East Texas operating 
unit, that is, deposits 1, 2 and 3. This tax- 
payer elects to aggregate this seventh well 
for the year 1955 with the invalid 
aggregation composed of all six deposits. 
Since operating interest number 7 was ag- 
gregated with an invalid basic aggregation, 
the taxpayer’s election to aggregate number 
7 is an invalid addition. 


basic 


An operating interest which is invalidly 
added to a basic aggregation, as well num- 
ber 7 in the foregoing example, must be 
treated as a separate property for all pur- 
poses except that the taxpayer may choose 
to make the ivy election where the operat- 
ing interest was added to an invalid basic 
aggregation. Where the taxpayer invalidly 
adds a property to a good or correct basic 
aggregation, that property must be treated 
as a separate property thereafter. The ivy 
option is not available. There is no valid reason 
for this strict requirement except that the 
general philosophy of the aggregation rules 
permits a taxpayer who is incorrect in his 
aggregations from the start to get straight- 
ened out, but prevents a taxpayer who has 
been right from the start to get straightened 
out if he later goes wrong. 


The taxpayer is granted optional treat- 
ment for his invalid aggregations. The ivy 
option gives the taxpayer a limited retro- 
active lookback and an opportunity to re- 
aggregate properties correctly under 
certain circumstances, The option is found 
in subdivision (iv) of subparagraph (5) of 
Section 1.614-2(d) and was, accordingly, 
nicknamed the “ivy” option. Under this op 
tion, the taxpayer, instead of having all of 
his operating interests which he included 
in an invalid basic aggregation treated as 
separate properties for the years in which 
such an invalid basic aggregation was in 
effect, may have his tax liability recomputed 
on the basis of forming new aggregations 
within the proper operating units. These 
new aggregations must consist of all the 
operating interests which were included in 
Furthermore, 


his 


the invalid basic aggregation. 


% T, R. B, 1955-36, p. 35. 
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the must add to the revised 


gregation within their proper operating units 


taxpayer ag- 
all operating interests which became sub- 
ject to the election in later years and which 
properties the taxpayer has elected to ag 
gregate with invalid 
The ivy option is not available and does 
not apply to operating interests for 


an basic aggregation 
which 
the taxpayer has never made an election to 
aggregate. The option does not apply to 
any operating interest which has been in- 
validly aggregated but which is properly a 
part of an operating unit containing other 
operating which have not 
aggregated. In that type of case, the operat- 
ing interest must be treated as a separate 
property. The ivy option does not apply 
to each individual basic aggregation which 
is invalid, but must to all 
formed in taxable 


interests been 


be exercised as 
aggregations 
year. 

The 
6138” 
timely election to aggregate under Section 
614, 90 days from the date that the final 
regulations are issued to reconsider his posi- 
tion and 


any one 


regulations found in T. D 
taxpayer, 


interim 


give a who has made a 


to make a new election in 
dance with the rules as finally promulgated 


accor- 


The problem of what constitutes an election 


was recent ruling 


wherein it 


covered by a 
Rev. Rul. 56-614," 
that a taxpayer may whole 
position with respect to an aggregation of 
mineral properties even though no formal 
had been made in filing his first 
tax return under the 1954 Code. 


revenue 
was stated 


reconsider his 


election 


The ivy option, which gives the taxpayet 
a limited retroactive lookback, 
tain tax-planning possibilities 


Suggests cer- 
For example, 
a taxpayer might deliberately aggregate his 
operating interests incorrectly in order to 
preserve the right to later Ifa 
taxpayer lets election time-slip by without 
having 


aggregate 


cannot 
makes 
the election but aggregates incorrectly, he 
can preserve his election right in many cases 
until such be determined 
whether an will be advantage- 
ous to him. If not the 
payer may treat all of the operating interests 


elected to aggregate, he 


thereafter make the election. If he 


time as it can 


aggregation 
I 


advantageous, tax- 


as separate properties. If aggregating proves 
to be advantageous, then the taxpayer may 
exercise the ivy option and aggregate his 
various interests correctly. 


The option may be the 
earliest open taxable year as to which the 
validity of an aggregation 
tioned. The option is also available for all 


exercised for 


has been ques 


“ST. R. B. 1956-49, p. 12. 
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open taxable years thereafter or at any time 
within which a refund 
deficiency assessed under the provisions of 
Chapter 66 of the 1954 Code, based upon a 
change in the taxpayer’s aggregation. The 
option is exercised simply by filing a state- 
ment to that effect with the tax return for 
the first year subject to the option or with 
the district director with whom the returns 
for the years subject to the option have 
been filed. It is assumed that the option 
may also be exercised by filing a claim for 
refund. The exercise of the option shall 
have the same binding effect as if the 
original election had been made correctly. 


can be paid or a 


Basis of newly aggregated property.- 
When an aggregation has been formed, the 
problems of holding period, and 
abandonment losses become important. The 


basis, 
regulations “ provide that where a taxpayer 
has aggregated two or more interests, either 
operating‘ or nonoperating, the unadjusted 
basis of such new (aggregated) property is 
the sum of the unadjusted basis of the 
various properties aggregated. The unad- 
justed cost of the 
property at the time the taxpayer first ac- 
quired it, unless it was received in a tax- 


basis is generally the 


free exchange or as a gift or was acquired 
from a decedent. The adjusted basis of the 
new (aggregated) property on the date of 
the aggregation is computed in this manner: 
First, obtain the total of the unad- 
justed bases of all the properties being 
aggregated. Second, determine the total 
amount of adjustments that must be made 
to the bases of these properties under Sec- 
tion 1016 of the 1954 Code. These adjust- 
ments, of course, include depletion to the 
extent of the amount allowed as deductions 
in computing taxable income. Third, sub- 
tract the total of the adjustments thus ob- 
from the total of the unadjusted 
This resulting figure will give the 
adjusted (aggregated) 
property. 

The rule clearly that the ac- 
cumulated excess percentage depletion on 
each property included in the aggregation 
must be used to adjust the basis of the 
aggregation. This rule is based on G. C. M. 
22239 wherein it was held that if the deple- 
tion allowed or allowable is in [ 
the original depletable basis, subsequent ex- 
penditures which are ordinarily added to 
depletable basis must be reduced by such 
excess.” For example, the taxpayer owns 


sum 


tained 
bases. 


basis of the new 


requires 


excess ol 


three oil properties—X, Y and Z—which 
are separate operating interests and are 
located within one operating unit. The tax- 
payer properly elects to aggregate these 
properties for the year 1954 in his tax 
return filed April 15, 1955. If the X prop- 
erty had an unadjusted basis of $25,000, but 
adjustments for depletion and otherwise, 
required under Section 1016, amounted to 
27,000, the X property would have a 
negative basis of $2,000 for the purpose of 
aggregation, If the Y property had an 
unadjusted basis of $18,000, but adjustments 
for depletion and otherwise amounted to 
$10,000, it would have a basis of $8,000 for 
the purpose of aggregation. If the Z prop- 
erty had an unadjusted basis of $15,000, but 
adjustments for depletion and otherwise 
amounted to $4,000, it would have a basis 
of $11,000 for the purpose of aggregation. 
The total of these adjustments, that is, 
$41,000, is subtracted from the total of the 
unadjusted basis of $58,000. The resulting 
figure of $17,000 is the adjusted basis of 
the new (aggregated) property as of Janu- 
ary 1, 1954. If the total adjustments had 
been in excess of $58,000, the basis of the 
new aggregation would not be 
below zero. 


reduced 


Basis of property sold.—If a taxpayer 
sells, exchanges or disposes of part of the 
newly aggregated property, the total ad- 
justed basis of the property as of the date 
of sale, exchange or disposition must be 
apportioned to determine both the adjusted 
basis of the part disposed of and the part 
retained.” For example, assume that a 
portion of our XYZ aggregation is sold for 
$15,000. Depletion and depreciation in the 
amount of $10,000 has been allowed on 
this aggregation to the date of sale. No 
capital additions have been made. Conse- 
quently, the adjusted basis on the date of 
sale is $7,000 ($17,000 less $10,000). Our 
appraisers tell us the fair market value of 
the whole property is $25,000. The adjusted 
basis must be apportioned between the part 
and the part retained, in the 
same proportion as the fair market value of 
each part bears to the total fair market 
value on the date of sale. Therefore, mul- 
tiply the adjusted basis of $7,000 times a 
fraction the numerator of which is the 
sales price of the part sold, $15,000, and the 
denominator of which is the fair market 
value of the whole property, $25,000, which 
will give an adjusted basis for the part sold 


disposed of 





S| Regs. Sec. 1.614-4(a). 

8% The illegality of using a negative basis is 
discussed in the case of Beulah B. Crane, CCH 
Dec. 13,847, 3 TC 585. 
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of $4,200. Since the sales price was $15,000, 
the gain on the sale is $10,800 ($15,000 less 
$4,200). The basis of the property retained 
is $2,800 ($7,000 less $4,200). 


Sublease instead of sale.—If the taxpayer ™ 
had subleased the same property instead of 
selling it, retaining a one-eighth royalty 
and receiving a bonus of $5,000, the basis 
of the royalty would be computed in the 
same way as though the property had been 
sold. Consequently, the basis of the royalty 
would be $4,200. This would then 
be used for the purpose of computing cost 
depletion on the bonus. 


basis 


If a taxpayer™ sells either part or all of 
a new (aggregated) property which includes 
part or all of his operating interest which 
has been held for less than six months, the 
sales price and the basis attributable to the 
interest sold must be apportioned in pro- 
portion to the relative fair market value on 
the date of sale to determine what amount 
of ordinary attributable to the 
short-period property. 


income is 


No losses” for abandonment may be 
taken for operating interests which are part 
of an aggregation until all of the aggrega 
tion in its entirety is abandoned or disposed of 


Impact of New Oil and Gas Regulations 
on Other Miscellaneous Points 


definition ™ of 
been modified 
and changed slightly. The new regulations 
provide that an economic interest is pos- 
sessed in every 


Economic interests.—The 
an “economic interest” has 


which a taxpayet 
has acquired by investment or otherwise a 
capital interest in minerals in 
secures, by any form of legal relationship, 
income derived from the severance or sale 
of the mineral to which he must look for a 
return of his capital. The change here from 
the old regulations™ is in the insertion of 


case in 


place and 


the word “capital” to modify interest and the 


phrase “or otherwise” to modify invest- 
ment. It was believed that the insertion of 
the phrase “or otherwise” would take care 
of those situations in which the taxpayer 
has an interest which was not 
acquired as the result of any investment 
but was acquired, for example, by way of 
gift. It is not believed that the addition of 
the word “capital” to modify interest changes 
the meaning. In other words, it is still not 
necessary to have a cost basis in an oil or 
gas property in order to be possessed of a 


economic 





* Regs. Sec. 1.614-4(a)(3), Hxample (3). 
*! Regs, Sec. 1.614-4(b). 
*® Regs. Sec. 1.614-4(c). 
% Regs. Sec. 1.611-1(b). 
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depletable interest. The only other change 
in this definition is the substitution of the 
word “or” for the word “and” in the 
which speaks of “income derived 
from the severance or sale of the mineral 

to which he must look for a return of 
his capital.” In the old 
phrase “severance and 


phrase 


regulations the 
implied that 
Of course, bonus 
and advanced royalty are economic interests 
even though no sale has taken place. The 
change in the phraseology in the new regula- 
tions makes this 
distinction. 

Apportionment of the depletion deduc- 
tion in the case of trusts.—If oil or gas 
property is held in trust, the depletion de- 
duction is apportioned between the income 


sale” 
both events must occur. 


allowance for technical 


beneficiary and the trustee on the basis of 
the trust income which is allocable to each 
unless the trust instrument or local law re- 
quires or permits the trustee to maintain a 
reserve for depletion.” The new regulations 
provide, that no effect shall be 
given to any allocation of the depletion de- 
duction which gives any beneficiary or the 
which is 
greater than his pro-rata share of the trust 
income. This rule applies irrespective of 
any provision in the trust instrument. At 
first blush it seems that this language in 
the regulations is simply 
general rule that depletion ordinarily fol- 
lows income. The statute, as literally read, 
provides otherwise. It states that the deple- 
tion deduction “shall be apportioned between 
the income beneficiary and the trustee in 
accordance with the pertinent provisions of 
the instrument creating the trust.” 
Ruling 56-105” followed this literal inter- 
pretation of the Code and provided that 
where the manner in which the deduction 
for depletion is, under the terms of the trust 
instrument, within the sole discretion of the 
trustee, then the trustee may allocate all of 
the depletion deduction to the beneficiary 
and retain none for the trust, even though a 
substantial portion of the income from the 
depletable assets is retained by the trust. 
The regulations on this point were de 
liberately worded to change this earlier 
Service interpretation. As a result, Rev. 
Rul. 56-105 is no longer authority for trust 
income allocation with respect to this point. 


he »wever, 


trustee a share of the deduction 


expressing the 


Revenue 


A question arises concerning the alloca 


tion of trust income which has already been 


(Continued on page 560) 
* Regs. 118, Sec. 39.23(m)-1(b). i 
% Regs. Sec. 1.611-1(c) (4). 
* T, R. B. 1956-12, p. 10. 
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The Dowdy Saga 


or How to Make Heirs Happy Though Taxed 


By LEON L. RICE, Jr., and CALDER W. WOMBLE 


The authors are attorneys, Winston-Salem, North Carolina. This 
article is derived from a skit presented as an office interview 
at the tax institute sponsored by the North Carolina Bar Asso- 
ciation at the School of Law of Wake Forest College last March. 


SCENE 


Law offices of Rumble, Cheatham, Soakem and Price 


CAST OF CHARACTERS 
Widow Dowdy Cissie Darr 
(Wake Forest College Law Student) 
Mr. Greenstuff Robert Clodfelte: 
(Trust Department, Wachovia Bank and Trust Company) 
Mr. Price Leon L. Rice, Jr. 


Mr. Rumble Calder W. Womble 


PERTINENT FACTS 

Mr. Dowdy died January 1, 1957, and was survived by his two adult sons, 
Dennis and Elvis (children by his first wife), and the bereaved widow of hi: 
second marriage. 

By his will Mr. Dowdy left one half of his estate to his widow and the 
balance equally divided between his two sons. The will provided that the estate 
and inheritance taxes should be paid proportionately out of the shares of the 
beneficiaries. 

The executors named in the will were the widow and the bank with which 
Mr. Greenstuff is connected. 


The estate consists of assets having fair market values as follows: 


Two homes and furnishings $ 75,000 
80 shares, $100 par preferred stock of Dowdy Engineering Corporation 8,000 
80 shares, $100 par common stock of Dowdy Engineering Corporation 332,000 
Life insurance payable to estate 200,006 
600 shares, $100 par common stock of Dowdy Shopping Center, Inc. 60,000 
Undeveloped Florida real estate 100,000 
Other personal properties consisting mostly of dividend-paying stocks 250,000 


$1,025,000 


Funeral and administration expenses are estimated at $25,000, leaving a net 
estate of $1 million before the marital deduction allowable under the federal 
estate tax law. 
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Mr. Dowdy owned 80 per cent of the preferred stock and 80 per cent of the 
common stock of Dowdy Engineering Corporation. Each of his sons owns 10 
per cent of such stock. Mr. Dowdy owned 25 per cent of the stock of Dowdy 
Shopping Center, Inc., and the widow and each son owns 25 per cent. 


Dowdy Engineering Corporation has been engaged for more than 20 years in 
the business of constructing buildings of various kinds and in grading and paving 
public highways. About 70 per cent of the net worth of the corporation relates 
to the building construction business and the remaining 30 per cent to the high- 
way phase of the business. As of the date of Mr, Dowdy’s death, a summary 
balance sheet of the corporation showed the following assets and _ liabilities: 


Assets Liabilities 
Cash $125,000 Accounts payable $ 20,000 
Accounts receivable 60,000 Capital stock (100 shares pre- 
Tangible assets (net book value) 150,000 ferred, 100 shares common) 20,000 


————  FEarned surplus 295,000 
$335,000 ne te 
$335,000 


The fair market value of all of the outstanding stock as of the date of Mr. 
Dowdy’s death was $425,000, allocated $10,000 to the preferred and $415,000 to 
the common. 


It is estimated that the estate and inheritance taxes and administration 
expenses will amount to $200,000. 


As the scene opens, the executors are scheduled to confer with Attorneys 
Price and Rumble about a “few little problems.” 


(Preliminary remarks by attorneys before clients enter: Old Man Dowdy left 
quite a large estate. His first wife died cbout five years ago. His widow is still 
pretty much broken up about his death. It ts understood that relations have not been 
too good between the widow and the two sons, nor between the sons themsel 
d litorneys agree to be cagey about the legal fee.) 


(Clients enter. Widow dressed m black, with black veil. Pleasantries exchanged, 
whereupon the following colloquy takes place.) 


PRICE ! We understand that you have a few little problems to discuss in con- 
nection with Mr. Dowdy’s estate. We have looked over the schedule 
of assets of the estate which Mr. Greenstuff gave us, as well as the 
balance sheet of Dowdy Engineering Corporation. We've also studied 
Mr. Dowdy’s will. 


WIDOW : First, though, we'd like to know how much you're going to charge us 
for this work. 


RUMBLE: Ahem! Mrs. Dowdy, it’s rather warm in here . . . don’t you want to 
take off your coat? As far as the fee is concerned, we won’t be able to 
give you an estimate of this until we know more about the problems 
involved. The fee will depend in large part upon the time it takes. We 
assure you, though, that it will be reasonable, and we'll work it out with 
you and Mr. Greenstuff to your satisfaction. 
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WIDOW : I’ve been thinking that I’ll have to give up some of the things I used 
to enjoy when my husband was living and, in fact, | have been doing a 
little modeling on the side to make some extra money 


GREENSTUFF : We have estimated that the death taxes, funeral expenses and adminis- 
tration expenses will consume just about all of the cash in the estate 
Mrs. Dowdy and the two sons have all indicated that they would like 
to have some cash. 


WIDOW : Yes, I’ve been so broken up about this whole thing that I’ve been con- 
sidering taking a trip around the world to find myself again. 


PRICE: How about selling some of the land or miscellaneous stocks that Mr. 
Dowdy owned? 


GREENSTUFF : As far as the Florida real estate is concerned, we feel that it is going to 
increase greatly in value in the next few years, because of the real estate 
boom down there, and we don’t want to sell that unless we have to. “he 
listed stocks that we have are paying extra good dividends and we 
hesitate to dispose of them. By the way, a large proportion of these 
stocks has gone up in value since the date of death. 


WIDOW : None of us 1s especially interested in the shopping center. How about 
selling that? 


RUMBLE: It looks as if Mr. Dowdy’s equity in the shopping center was pretty 
small. When was it built? 


GREENSTUFF : It was just completed last fall. It was built almost entirely with bor 
rowed money. Mr. Dowdy put the land, which had originally cost him 
only $5,000, into the corporation. This was the only investment he 
made. He always said he would sell out as soon as he could find a 
buyer. 


RUMBLE: Then we think the stockholders ought not to sell the stock of the 
shopping center since it might well be classified as stock of a “collapsible 
corporation.”* Under the federal income tax law, a corporation may 
be collapsible when the stockholders sell or liquidate stock within three 


years after the corporation has completed the construction of property 


which accounts for 70 per cent or more of the gain. The idea is that 
the stockholders sell out before the corporation realizes a substantial 
part of the taxable income to be derived from the property. Mr. Dowdy’s 
expressed intention of selling out as soon as possible would go a long 
way in establishing that the shopping center corporation was collapsible 
If so, any gain realized by a stockholder from the sale of his stock is 
treated as ordinary taxable income, even though the stock has been 
held for more than six months. While the Dowdy estate would realize 
little, if any, gain on the sale (since the stock takes a stepped-up basis 
at death), it would probably be necessary for the other stockholders 
to sell their stock and they would realize a taxable gain. 


PRICE: We notice that Dowdy Engineering Corporation has $125,000 cash on 
hand. Is all of this needed in the business? 


GREENSTUFF : No. That business doesn’t require much working capital and, in fact, 
it could probably get along on the net receivables, plus $10,000 or 
$15,000 in cash. If there is any way we can get this cash out of that 
corporation, we'd like to know about it. 


quent footnote references to section numbers are to sections of the 1954 Code. 
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WIDOW : At least we can turn in the preferred stock. I understand that it can 
be called by the corporation at any time. 


But the preferred stock is held by the same people and in the same 
proportions as the common stock. The corporation has a large surplus. 
If the preferred stock were redeemed, it would be a proportionate 
redemption and would surely be taxed to the stockholders as an ordi- 
nary dividend.’ 


GREENSTUFF : How about liquidating the corporation? We could keep out the cash 
and a couple of automobiles in there the sons would like to have, and 
then put the remaining assets in a new corporation, or maybe two new 
corporations. 


RUMBLE: We couldn't afford to do that, because this would be classified as a 
corporate reorganization under the income tax law and the assets kept 
out of the corporation would be treated as a dividend in connection with 
the reorganization.* In such case, the amount of the taxable dividend 
would be limited to the gain realized by each stockholder.‘ Since the 
Dowdy estate would realize little, if any, gain because of the stepped-up 
basis of its stock, the dividend risk would be inconsequential. However, 
the sons, Dennis and Elvis, would realize a gain which would be taxed 
to them as a dividend, 


WIDOW : Well, Mr. Price, if we can’t get the money out of the corporation with- 
out running into a lot of taxes, why did you suggest this in the first 
place? 


We didn’t say it couldn’t be done. We were just pointing out that it 
couldn’t be done in the ways suggested by you and Mr. Greenstuff. 
There may be two or three ways that we can get to the money, depend- 
ing on what we want to accomplish. 


GREENSTUFF : The reason I mentioned possibly forming two new corporations was that 
each of the sons is interested in one of the separate phases of the 
business. Dennis would like to take over the building construction busi- 
ness, and Elvis would like to take over the highway business. 


RUMBLE: One thing that could be done would be to liquidate the corporation 
completely and then let each son take over a phase of the business to be 
operated as a proprietorship—or possibly as a partnership. A complete 
liquidation results in a capital gain or loss of the difference between the 
basis of the stock in the hands of the stockholder and the fair market 
value of the assets received.’ Although the Dowdy estate may have 
held the stock for less than six months, it would presumably not realize 
any gain by reason of the stepped-up basis for its stock. On the other 
hand, the sons would realize long-term capital gain since they have a 
basis for their stock considerably less than the value of the stock in the 
estate of Mr. Dowdy. The reason I suggested that the business be 
operated as a proprietorship or partnership is to forestall the risk of a 
dividend in connection with a reorganization, which we have just dis- 


cussed. If either phase of the business is to be reincorporated, this 
should be done only after the expiration of a respectable length of time— 
say, two years or more. 


One thing we might consider is a partial liquidation. Under the. 1954 
Code; if a corporation has been conducting two lines of active business 
2 Secs. 301 and 316. 
8 Secs. 331 and 368(a)(1)(D); Regs. Sec. 1.331-1(c). 
* Sec. 356(a)(2). 
5 Secs, 331(a)(1) and 1001. 
® Sec. 346(b). 
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RUMBLE: 
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RUMBLE: 
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for five or more years, it can elect to terminate one business and dis- 
tribute the assets to the stockholders. The distribution need not be pro 
rata with respect to all of the stockholders. Under this Code provision, 
one of the two businesses of Dowdy Engineering Corporation could be 
sold to one of the sons and the proceeds could be distributed to the 
stockholders. However, the corporation would have to pay tax on any 
gain realized on the sale of the business. On the distribution of the 
cash proceeds of the sale, the estate would not have to pay any tax 
because of its new basis for the stock, but the sons would have to pay 
long-term capital gains tax just as in the case of a complete liquidation, 
except, of course, they would not be turning in all of their stock. 

In lieu of selling the business to the son, it would seem possible to 
distribute the assets of the business in kind among the stockholders in 
redemption of a proportionate part of their stock in the corporation. 
This would avoid any tax on the corporation by reason of a sale of the 
business. However, here again the sons would have to pay a capital 
gains tax. Upon the distribution of the business, the proportionate part 
of the cash attributable to the operation of that business would have to 
be distributed along with the other assets. Following distribution, the 
son interested in that business could purchase from the other stock- 
holders the assets he would need to carry on the business as a 
proprietorship. 


While our opinion is as Mr. Price indicated, we would recommend that 
we get a ruling from the Treasury Department before carrying out any 
such partial liquidation. There might be some doubt as to whether the 
two phases of the business would constitute two separate active busi- 
nesses within the meaning of the Code. 


It seems to me that everything you have recommended so far involves 
the payment of some taxes. Isn’t there some way we can do this with- 


out paying any income taxes? 


Under the Code, it is possible for the estate to turn in part of its stock 
to the corporation for cash or other assets provided the amount received 
by the estate doesn’t exceed the estate and inheritance taxes, funeral 
expenses and administration expenses.’ This can be done if the stock of 
the engineering corporation is at least 35 per cent of Mr. Dowdy’s gross 
estate or 50 per cent of the net estate, as determined for federal estate 
tax purposes. It appears from the figures that the stock doesn’t equal 
35 per cent of the gross estate, but when we take the marital deduction 
into account, it would equal more than 50 per cent of the taxable estate. 
Since our objective is to get about $100,000 cash out of the corporation, 
the estate could turn in enough stock to equal $100,000 in value and we 
would not be subject to any income tax. 


We don’t really have to have the cash in the corporation to pay the 


taxes and expenses of the estate. Does this mean that we can’t turn in 
this stock? 


No, it isn’t necessary that the money actually be needed for these pur- 
poses nor need you prove that the money was spent for these purposes 
All that needs appear is that the necessary percentage of the estate 
consists of stock of the corporation, and that death faxes and funeral 
expenses actually exist and are paid. 


After this redemption of stock, the stockholders will have gotten the 
cash through the estate and the only thing that would remain would be 
to let the two sons take over the separate businesses. We think this can 
be done through a tax-free corporation division (split-off),* after the 
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WIDOW : 


RUMBLE: 


GREENSTUFF : 


WIDOW : 


PRICE: 


WIDOW : 


estate stock is redeemed to pay taxes and expenses. I’ve been doing 
some rough figuring here and it looks to me as if after the estate stock 
is redeemed in part by the corporation and after the stock is distributed 
under the will, each son will own about 32 per cent of the stock of the 
engineering corporation. In view of this situation and in view of the 
fact that the assets of the highway business are about 30 per cent of 
the assets of the corporation, the following steps could be taken: 


(1) Organize a new corporation and transfer to it the assets of the 
highway business for all of the stock of the new corporation. We 
should be able to shift enough cash or receivables to make these assets 
worth about 32 per cent of the total corporate assets. 


(2) Distribute the stock of the new corporation to son Elvis, who is 
interested in this phase of the business and who turns in all of his 
stock in the engineering corporation for the stock in the new corpora- 
tion. This will be a tax-free exchange and Elvis will then own the 
stock of the corporation which owns and operates the highway busi- 
ness. Again, we would recommend a Treasury Department ruling here 
to be sure of ourselves. As in the case of a partial liquidation, the 
same question would arise as to whether each phase of the business has 
been a separate active business for at least five years. Also, there is a 
general requirement that the transaction is not principally a device for 
distributing corporate surplus. 


(3) The old corporation would continue to own and operate the build- 
ing construction business and its stock would be owned by the widow 
and by son Dennis. The two of them could either continue in the 
ownership of that business or later the corporation might buy the 
widow’s stock or Dennis himself might buy her stock. Of the two, 
the better way would be for the corporation to buy the stock since it 
could do it with corporate funds and keep Dennis from having a large 
personal liability which he would have to pay out of after-tax income. 
\ caveat to be observed here is that there should be no prearrangement 
for a sale of the widow's stock. If there were, she might be hit with a 
dividend tax. 


Yes, but will I have to pay a capital gains tax when I sell my stock 
in the engineering corporation? I sure would like to avoid this if I could. 


All of your stock would have a high basis because you received it 
through the estate. If you don’t sell it for more than your basis, you 
won't have any taxable gain. Of course, if there should be a gain 
you should not sell the stock inside of six months. Otherwise, your 
gain would be short term. Your holding period would start at the date 
of death and chances are that you wouldn’t sell it within six months 
of that time anyway. 


Here is the minute book and stock book of the engineering corporation 


and we would like for you to proceed along the lines you last suggested. 
Can you tell us now how much this is going to cost us? 
We'll think about it and write to you. 


(Rising to leave with a flourish.) Send the letter care of The American 
Express Company. 


CURTAIN 
July, 1957 © TAXES—The Tax Magazine 





Equity 


in the Internal Revenue Code 


By J. P. GOEDERT 


Rate reductions and/or limitations, sales taxes or property taxes are not 


satisfactory remedies for our income tax ills. 


The inequities which 


exist are the result of special provisions for favored groups or individuals, 
states the author, and there is urgent need for an independent 

commission, made up of attorneys and certified public accountants, which 
would study and suggest revisions in our revenue law. 

This article is based upon a recent address before The Ohio State University 
Nineteenth Annual Institute on Accounting in Columbus, Ohio. 


“Equity in the Internal 


TS. TITLE 
Revenue Code” is purposely misleading 
It probably could be restated more cor- 
rectly as “Inequity in the Internal Revenue 
Code.” 


Is anh 


However, this subject of inequity 
elusive There are probably as 


definitions for the word 


one, 
many “inequity” as 
there are taxpayers. 

We are all human. We all tend to protect 
ourselves and ours, whether that protection 
be economic or physical. We all wish to 
preserve what we have and, if we are ambi 
tious, to get more of the same. 
we have a vested and a just right in any 
provisions of the tax law that help us to 
reduce our tax bill. We resent any infer 
that a enjoy i 
equitable, and we naturally greatly 
any attempt to remove that benefit. 


Therefore, 


ence benefit we may be in 


resent 


But the benefit enjoyed by someone else 
is an entirely different matter. That 
well be inequitable and, therefore, 
should be examined very carefully. In all 
probability, that benefit enjoyed by someone 
else is really a “loophole,” and should be 
removed in the interests of achieving a more 
equitable tax law. 


ce yvuld 
very 


Despite the tendency to evaluate the prob- 
lem in terms of self-interest, this analysis 
has been made from the viewpoint of a 
professional man who has been trained by 
background and experience to be independ- 
ent and objective. It is in that spirit that 
this examination of the inequities in the tax 
law has been approached. 


Equity in the Code 


During the past several years a mounting 
wave of criticism against our present system 
of income taxation has become increasingly 
noticeable. Articles have appeared in vari 
populgr magazines 
inequities of the 
figures 


ous pointing out the 
severe 
Public 
demning the 
its repeal. A_ third-party 
initiated with the 
modification of the 
integral part of its 
members of 


present tax law 


have made speeches con 


and urging 
movement was 


income tax law 


even repeal or drastic 
income tax law as an 
Influential 
urged that a 
study be made of the tax law directed to 
wards making it more equitable in _ its 


application to the average taxpayer 


platform. 


Congress have 


More recently, the American Institute of 
Accountants, through its Committee on 
Federal Taxation, advocated the creation of 
a special Hoover-type commission to make 
an extensive study of our present method 
of income taxation. The institute’s committee 
referred specifically to over 100 provisions 
in the 
special tax 
groups of taxpayers. 


which involved 


various 


income tax law 


benefits for selected 


With the recent developments as a back- 
ground, it is in order to consider the possi- 
bility of obtaining some simplification and 
some equity in the present Internal Revenue 
Code. A review should be made of the 
terrific erosion that the taxing base has 
been subjected to—an erosion that is the 
result of the enactment of a multitude of 
special exemptions and deductions; an ero- 
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Mr. Goedert is a partner in 
Alexander Grant & Company, certified 
public accountants, Chicago. 


that mimimizes the tax 
some taxpayers, maximizes it 


sion liability for 
for others and, 
results in 


by its very nature, the need for 


excessively high tax rates for all. 


Background of Present Tax Law 


Sixteenth Amendment.—Before attempt- 
ing to be too specific, a review of the back- 
ground of our tax law would be helpful. The 
present Code has its basis in the Sixteenth 
Amendment to our United States Constitu- 
tion. Although income tax laws were levied 
in this country prior thereto, for various 
reasons they were discontinued or declared 
void by the courts. The enactment of the 
Sixteenth Amendment, however, permitted 
a progressive income tax to be levied with- 
out regard to the proportionate requirement 
theretofore embodied in the Constitution. 
In its initial stages, the law was very simple. 
It consisted of a total of 18 pages. The tax 
rates on individuals started at 1 per cent 
and went as high as 7 per cent. The tax on 
corporations was 1 per cent. Even with 
such a simple law and with the gates as low 


as they were, there were still many an- 
guished cries raised against confiscation, 
usurious taxation and complicated tax 


requirements. 

Internal Revenue Code of 1954.—The 1954 
Code, a law that it required 
929 print and involved over 


so complex 
pages of fine 
3,000 changes, was supposed to remove in- 
equities, clarify ambiguities and close loop- 
holes. 


While it is true that some inequities were 
removed, they were removed, however, not 
by deletion from the Code, but by giving 
similar special treatment to other groups-—— 
that is, if there was enough pressure brought 
to bear on Congress to make the adjust- 
ment. In other words, one inequity was 
solved by the possible creation of another. 


The new law supposed to effect 
simplification and to clarify ambiguities. 
Progress was made in that area also, but 
many ambiguities remaining 
in the law that regulations are still not com- 


was 


there are so 


plete almost three years after the law’s 
enactment, 
The new Code was supposed to close 


loopholes. Close a few, it did, but so many 
more were left open and so many new ones 
that during the last few 


created years it 
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been possible for so-called “financial 
geniuses” to build up industrial empires 
solely through their judicious use of what 
they describe as “gimmicks” in the tax law. 

Without question, the 1954 Internal Reve- 
nue Code is the most complex taxing statute 
that any country ever saw, and probably 
the most unfair. Yet, it is merely the re- 
flection of some 40 years of legislative draft- 
ing, of some 40 years of compounding in- 
equity upon inequity, and of some 40 years 
of enacting special provision after special 
provision in a vain attempt to minimize in- 
equities that were asserted to exist in the 
law. 


has 


Special Statutory Provisions 


To attempt to catalog all the special stat- 
utory provisions in the present tax law 
would be an interminable task. However, 
it may be desirable to present some examples. 


Special legislation for individual taxpay- 
ers.—A rather interesting example is pre- 
sented by a section of the Code sometimes 
known as the “Mayer” provision. The ordi- 
nary rule requires that retirement income 
paid in a lump sum is taxable to the em- 
ployee as ordinary income in the year re- 
ceived. Mr. Mayer wanted to retire, but he 
didn’t want to pay the high tax rates that 
ordinarily would be applicable. He there- 
fore requested the Congress to pass legis- 
lation that restrictive in its terms 
that it would probably apply to very few— 
and possibly only one—of 175 million people. 
This very special provision stated that if 
a taxpayer had been employed for 20 years 
and had held a right to future profits for 
12 years and had the right to receive a 
percentage of profits for life, or for a period 
of at least five years after termination of his 
employment, then in that case—and only in 
that case—his retirement compensation would 
be subject to capital gains taxation only. 

This noted not because it 
involves any great loss of tax revenue, but 
because it epitomizes the whole area of 
special legislation that has so weakened and 
distorted the whole tax structure. How can 
a statute be more special than one which 
applies to only one man in the whole 
nation? And what about the millions of 
taxpayers who receive no such special treat- 
ment? Yet, it is all perfectly legal. More- 
over, there is precedent after precedent for 
this approach. 


was sO 


provision is 


Of slightly broader application, but equally 
specialized, is the capital gains treatment 
granted to inventors and their financial 
backers. Why an inventor should be granted 
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the benefit of capital gains, but an author 
or an artist be 
prehension. Each produces creative works. 
Presumably, each is engaged in his project 
over a long period of time. None receives 
what might be considered recurring income, 
but each is dependent upon the profits from 
the sale of his work. Yet the inventor 
receives the capital gains treatment. The 
others are taxed on the basis of ordinary 
income. The obvious conclusion is that the 
political power of inventors is far greater 
than that of writers or artists. This is some- 
what contrary to the axiom that “the pen 
is mightier than the sword.” 


denied it, is beyond com- 


Profitable charity.—Special treatment of 
charitable been a funda- 
mental concept of our revenue legislation 
for many years. In effect, the government 
undertakes to subsidize charitable activities 
on the theory, apparently, that the citizens 
will have to stand the cost anyway, so why 
shouldn’t it be done directly by tax sub- 
Accordingly, the charitable motives 
of the average citizen are encouraged by the 
government with appropriate tax credits. 


enterprises has 


sidies? 


Sut is it possible to assume that it was 
ever the intention of the Congress that an 
individual taxpayer should actually profit 
as a result of his charitable activities? Or, 
to restate the point, is there in any way the 
semblance of a charitable motive if an indi- 
vidual taxpayer could have a net increase 
in dollars in his pocket after his so-called 
“charitable” gift? If that appears impos- 
sible, consider for a moment the situation 
of the high-bracket taxpayer with substan- 
tially appreciated property. Under certain 
conditions, if he makes a contribution of the 
property, he can end up with more dollars 
net than if he sells the property. This 
hardly appears to be true charity. 


Another example of the favored tax status 
of charitable organizations being twisted 
and distorted to the advantage of individual 
taxpayers lies in the use—or perhaps mis- 
use—of the charitable organization or founda- 
tion to purchase properties and businesses 
on terms involving little or no liability to 
the purchaser, but with the proceeds to the 
seller limited to the income of the property. 
This device is sufficiently common that it 
requires no further explanation. 


Preferential tax treatment for certain in- 
dustries.—From time to time various indus- 
tries have obtained special tax treatment in 
an effort to minimize the impact of other- 
wise extremely high tax rates. The prin- 
ciple of percentage depletion as it applies 
to the oil industry is well known. There 


Equity in the Code 


is full awareness of the economic justifica- 
tion giving rise to this provision. 

equal awareness of the 
extent to which the concept of percentage 
depletion extended or distorted 


Sut is there 


has been 


in an alleged attempt to obtain so-called 
equity for groups other than the oil indus 
try’? For example, is it generally known 
that practically everything even remotely 
related to a mineral—other than turf or 
water—probably is subject to percentage 
depletion at some rate? Is it known that 


clam shells and oyster shells are properly 
entitled to depletion at a rate of 5 per cent? 


Coal is the subject of 10 per cent deple- 
tion but—rather interestingly—for reasons 
almost directly contrary to those underlying 
percentage depletion in the oil industry. An 
underlying purpose of the j 
percentage depletion in the oil industry was 
to recognize the economic 
involved in the discovery and 


allowance of 


circumstances 
production 
of oil pools and to stimulate the necessary 
development and wildcatting activities. The 
coal industry, however, came along and said 
that the growth of the oil industry was 
affecting them adversely and that they needed 
relief in the form of percentage depletion. 
The picture is obvious. One industry needs 
percentage depletion to help it grow; the 
other and gets it to help it 
the growth of the first. 


needs resist 


Fringe benefits —One of the characteris- 
tics of the present hodgepodge of special 
taxation is the fact that one group of tax- 
payers will always tend to disregard the 
special benefits they enjoy, at the same time 
criticizing the benefits received by another 
group. Special benefits enjoyed by others, 
it would seem, are unfair, inequitable and 
should be challenged. However, 
available on a personal basis are economi- 
cally sound and must be preserved at all 


benefits 


costs. Employees, generally, are no excep- 


tion to this approach. 

Corporate executives as employees in re- 
cent years have come to enjoy very substan- 
tial tax-free or tax-deferred fringe benefits. 
During the last ten growth of 
pension and profit-sharing plans has been 
nothing short of phenomenal. Deferred 
compensation plans have grown like mush- 
rooms, though with only 
statutory justification. 


years, the 


even very hazy 


Fringe benefits—legitimate and otherwise 
—are found everywhere. Some are merely 
theoretical, and some have been approved 
by the courts. If, for example, a corporate 
milk advertised by showing 
African movies, it is perfectly all right for 
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the chief stockholder of the company to 
make a safari and charge it off as an ex- 
pense on the corporation’s tax return. At 
least, it has held. Extensive ex- 
pense accounts for supposed business travel- 
ing quite generally allow adequate latitude 
for social activities. When the expense re- 
ports are analyzed, it is amazing how ex- 
tremely little it costs an executive to take 
with him. The Treasury Depart- 
of course, trying to restrict this 
avenue of tax-free dollars and has issued 
some very positive-sounding rulings, but 
the practicalities of the matter are against 
them. 


been so 


his wife 
ment is, 


The taxpayer without comparable benefits 


is very much disturbed by this state ot 
affairs. He resents very much being the 
only member of a very social group in 


Florida, in January, who isn’t charging his 
expenses, at least in part, to Uncle Sam. 
Perhaps he is even considering changing 
his tax advisers to see if he, too, can’t work 
out a similar arrangement. 


Organized labor also finds it highly de- 
sirable to protect its position by attacking 
the very many loopholes (as they call them) 
which they find in the law. At the same 
time, they appear to be somewhat unaware 
of the astounding growth of fringe benefits 
which labor has acquired for itself during 
the past few years—and, of course, all, or 
at least partially, tax free. These benefits 
include the ordinary retirement and pension 
plans, accident and hospitalization insur- 
ance, sickness insurance, paid medical ex- 
penses, paid life insurance, low-cost social 
and country clubs, free meals, purchase 
discounts, as well as many others. While 
there is some question about the practicality 
of taxing all of these various fringe bene- 
fits, the fact remains that here are substan- 
tial economic values received by a group of 
taxpayers without being subject to taxation. 


Investor’s tax advantages.—During the 
past several years, considerable compassion 
has been expressed for the plight of the 
“poor investor.” Double taxation, if all the 
comment were to be believed, was practi- 
cally driving the investor out of business. 
The capital gains tax was making it im- 
possible to build up capital funds. 

Is the investor really so adversely af- 
fected? Or, on the contrary, is he not really 
specially favored by the present tax laws? 
The investor has hundreds of opportunities 
to avoid paying ordinary income tax rates 
and to realize gains subject only to a 
maximum rate of 25 per cent and, despite all 
the talk to the maximum tax 
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contrary, a 


rate of 25 per cent is still rather attractive. 
In fact, it is still the goal of many taxpayers. 

In addition to the ordinary security trans- 
actions, an investor can also utilize the Code 
provisions with respect to timber and coal 
royalties. Municipal tax-exempt securities 
are also still available, despite the fact that 
it is becoming harder to justify their tax- 
exempt status. Certain types of insurance 
policies present a very attractive tax shelter 
for the investor. 

If an investor isn’t satisfied with all the 
other avenues available to him, he can al- 
ways invest his money in one of the fast- 
growing Canadian investment funds, These 


devices offer tax-saving possibilities that 
haven't even been touched as yet. 
Marital deduction.—Perhaps the most 


outstanding example of discriminatory spe- 
cial legislation in the Code lies in the well- 
known marital deduction. This, of course, 
affects most taxpayers directly. The marital 
deduction is a perfect example of trying 
to eliminate one inequity by adding another. 
For years the situation existed whereby 
certain community property states gave to 
their residents unparalleled income tax ad- 
vantages. A husband and wife could split 
their income for tax purposes and conse- 
quently their tax payment was substantially 
than that of the citizens in the non- 
community property state. The discrepancy 
and inequity were clear to everyone. There 
were other factors, however, that made the 
community property situation not entirely a 
one-way street, but they were somewhat 
overlooked in considering the federal income 
tax advantages. 

Assuming that this was a genuine in- 
equity, the obvious and logical approach 
would have been to enact legislation deny- 
ing to married couples in community prop- 
erty states the right to divide their income 
for federal tax purposes. That would merely 
put a citizen of California, for example, on 
the same basis as a citizen of Illinois. But 
that isn’t the way the matter was handled. 
Instead of changing the tax status with 
respect to the citizens of approximately 
eight states, the Congress gave the citizens 
of the other 40 states a similar income- 
splitting privilege. 


less 


More recently, the complaint was made 
that income splitting works inequitably in 
the case of a widow or widower, because 
not only are they “split” from their spouse, 
but they are immediately deprived of the 
right to split their income. That problem, 
corrected in the usual manner. 


too, was 


Another special section was enacted, giving 
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certain widows and widowers two additional 
years of income splitting. Of course, for 
some time income splitting has been avail- 
able by the alimony route. Again inequities 
exist. Alimony paid in one form is tax 
deductible. Just change the form slightly 
and it is not tax deductible. 


Exemption for the blind—Everyone is 
doubtless aware of the fact that a blind 
person receives an additional personal ex- 
emption of $600. Hardly anyone would be 
so unfeeling as to criticize this exemption. 
The deepest sympathy is extended to the 
individual so afflicted. 

But are the blind the only ones entitled 
to such sympathy? If sympathy for the 
blind results in granting them a special $600 
exemption, should any less sympathy be 
extended to the deaf, the paralytic, the 
consumptive? Is an individual with only 
one arm not a handicapped person? And 
what if he has no arms? Doesn’t he merit 
special consideration ? 

The point should be getting clearer. If 
the tax law is going to recognize certain 
inequities and attempt to favor certain types 
of taxpayers by special enactments, then 
in all fairness every possible situation in- 
volving an inequity must be considered. It 
can readily be seen where this would lead. 


Summary.—Some additional examples of 
special tax treatment and 
enjoyed by various classes of taxpayers 
should be noted. Dealers in tax-exempt 
bonds, for example, enjoy a very special tax 
benefit. Operators of oil properties can 
actually sell a part of their ordinary income 
and realize a capital gain. Many taxpayers 
can realize a double deduction for tax pur- 
poses by borrowing money and purchasing 
securities to be used to make a charitable 
contribution. Cooperatives enjoy a pecul- 
iarly favored tax position. The list is almost 
endless, but no point would be served by 
going into any further detail. 


special rights 


The present approach to tax revision can 
not be followed. ‘Tf it is, the special exemp- 
tions in the law will become more complicated, 
more difficult to understand, more difficult 
to apply, more inequitable and more offen- 
sive to the great masses of taxpayers who 
don’t believe that they derive any real bene- 
fit from all the special tax treatment. 


Possible Alternatives 


Current public attitude —The present situ- 
ation is rapidly reaching the point where 
the average taxpayer is becoming very con- 
scious of his position. He is not only 
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antagonized by the complications of the 
law, but when he discovers that another 
taxpayer will pay substantially less tax on 
the same income as his, simply because of 
special provisions in the law, his resentment 
becomes acute. 


It is necessary to remember that the en- 
tire system of federal income taxation is 
based upon the concept of self-assessment 
and confession of liability. With almost 70 
million taxpayers, the system could function 
in no way. It would be absolutely 
impossible to have enough tax-collecting 
officials to even begin the task. With this 
in mind, it clear that something 
must be before the tax law 
the point where the average taxpayer has 
nothing but contempt for it. Public confi 
dence in the federal taxing procedures must 
be restored. 


other 


becomes 


done reaches 


Retention of the income tax.—No brief is 
made for who advocate that the in- 
come tax law be abolished. It is extremely 
difficult to agree with those who take that 
position. They might very well be accused 
of irresponsibility unless they simultaneously 
present workable alternates. Whether it is 
palatable or not, the revenue needs of the 
government are so great that it is extremely 
doubtful that any other means of levying 
taxes would be anywhere nearly as equitable 
as could be the case with a properly de- 
signed income tax law involving the prin- 
ciple of progressive tax rates. 


those 


However, those who publicly take the 
position that the present income tax law is 
damaging itself are coming closer to the 
truth. The thought has been expressed that 
the public attitude towards the entire tax- 
gathering system is rapidly 
point where it might be absolutely impos- 
sible to adequately enforce the law as it 
now stands. But just what is the solution? 


reaching the 


Rate reduction.—In trying to devise a 
solution, there is no point in bringing up 
that most pleasing of remedies, rate reduc- 
tions. Neither would it serve any purpose 
to outline the reasons why this nation needs 
tax revenues of $70 billion a year. It is 
undoubtedly true that a reduction in the 
tax rates would help to minimize the dol- 
lars involved in some of the existing in- 
equities, but it would not remove the 
inequities themselves. Out of some 70 mil- 
lion taxpayers, approximately 60 million 
have taxable income only in the first tax 
bracket. It is therefore obvious that even 
a small rate reduction would involve a sub- 


stantial loss of revenue and, yet, at this 


time would probably be too little to mini- 
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mize the inequities that have developed over 
the years. 


Sales tax.—One alternative that has been 
suggested many times is the sales tax. The 
simplest form of sales taxation would be a 
level rate every transaction 
occurring within the country. Would that 
be a fair method of taxation? Would that 
in any way recognize the ability-to-pay 
concept? Would that in any way recognize 
the basic inequities which we know exist? 


assessed on 


Items such as food, of course, could be 
exempted in order to favor the basic neces- 
sities of life of the working man. But where 
would the line be drawn? Should food in 
a luxurious night club also be exempted? 
Clothing could be exempted because the small- 
wage earner would have to bear the greatest 
part of such a tax. But would the elaborate 
uniform of the member of some particular 
social lodge also be exempted ? In essence, 
sales tax to be workable, it would 
have to be uniform in its application. There 


for a 


is no question where the burden would lie, 
and that is right upon the great mass of 
citizens who are in the middle and lower 
economic groups. The ability-to-pay con- 
cept would be lost sight of forever. 


Property and other taxes.—The gross 
receipts tax has also been advanced as a 
solution. Such a tax is already in use in 
some of the states. However, a tax on gross 
receipts taxes the transaction itself and 
fails completely to recognize the actual 
profit that the transaction may create. 
Ability-to-pay as a principle of taxation is 
disregarded entirely. 

The same objections would be raised to 
a property tax and certainly to practically 
any other type of similar taxing statute that 
does not have reference to the production 
of income as a factor. 


Rate limitation —Rate restrictions by con- 
stitutional enactment have been proposed. 
Attempts have been made during the course 
of the past 20 years to restrict taxation by 
the federal government to a maximum rate 


of 25 per cent. But a restriction of the rate 
at the present time without also considering 
all of the inequities and all of the special 
rights and exemptions of the present tax 
law would merely result in chaos. The 
same inequities would exist, the revenue of 
the country would be sharply reduced and 
any attempt to effect a concomitant reduc- 
tion in the scope of government would be 
politically suicidal. 

Accordingly, while inflexible restrictions 
of tax rates are not the answer, any attempt 
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to impose such restrictions will undoubtedly 
open up the entire question of the adequacy 
and equity of our present tax law. 

Revision of income tax law the only 
solution.—It doesn’t take too much study 
and reflection to reach the conclusion that 
the basic structure of the present form of 
income taxation is the only real answer. 
In retaining the income tax law, however, 
steps must be taken to limit those special 
situations which have the effect of removing 
revenue from the tax base. The number of 
groups and taxpayers who receive favored 
treatment must be limited. The structure of 
the tax laws must be simplified and, in the 
process, the confidence of the public gen- 
erally in the present tax system must be 
restored. It must become clear that the 
law is as fair and as equitable as taxation 
can ever be. 

Independent commission.—] ust 
this re-examination and revision of our in- 
come tax law going to be effected? Of 
course, it should be noted that many things 
have already been done. Certainly the 1954 
Code reflects at least an attempt to correct 
some of the more inequitable situations and, 
at the same time, to close some of the more 
obvious loopholes. 


how is 


At the present time, various Congressional 
studies are being conducted into certain 
aspects of our taxing statutes. But this is 
not a comprehensive review. Moreover, 
would such a complete review be a proper 
subject for consideration by a legislative 
body? Can a group of elected legislators 
divorce themselves entirely from the special 
considerations of their constituents? Can 
they be entirely objective in evaluating the 
various special statutory provisions now in 
the tax law? Can they be objective in dis- 
carding special legislative provisions which 
have for many years resulted in favored tax 
treatment for certain types of taxpayers and 
certain specific industries? Can they correct 
one individual inequity without creating 
others? Can they do this on an item-by- 
item basis? 

Most observers will continue to be doubt- 
ful about the extent of the objectivity and 
independence that any legislative study can 
achieve. A little reflection will lead to the 
conclusion that to be really effective, such 
an analysis of the taxing statutes must be 
complete and thorough and not piecemeal. 
Moreover, such an analysis must be con- 
ducted by a completely independent com- 
mission. Such a commission must be composed 
basically of outstanding individuals engaged 
in the field of taxation as accountants, at- 
torneys, executors or educators. 
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The commission should be completely 
nonpolitical in character, should have no 
restrictions imposed upon its functioning 
and should not be confronted with an arbi- 
trary time schedule. The sole objective of 
such a commission should be to develop a 
specific outline of a fair and equitable taxing 
statute that will produce the revenues 
needed by this great nation with a minimum 
of inequity and a maximum of fairness to 
all taxpayers. 

The American Institute of Accountants 
has already advocated the appointment of 
such a commission. Some of the outstand- 
ing legislators of the country have publicly 
recognized the need for such a commission. 
One in particular has emphasized that the 
elimination of the multitudinous provisions 
for exemptions and special tax treatment for 
favored groups of taxpayers or individual 
taxpayers would sharply increase our taxing 
An increased tax base would permit 
some rate reductions without affecting total 


base. 


revenues. Other organizations with a degree 
of cognizance of the problem have 
publicly advocated that such a commission 
be created. The fact remains, however, that 
a great number of taxpayers, although 
aware of the problem, still have no real 
concept of the approach to a solution. It is 
in that connection that certified public ac- 
countants and attorneys must assume some 


also 


responsibility for leadership. 


Conclusion 


Professional interest in the problem.—At 
this point the question may be raised as to 
the interest in this whole problem on the 
part of those professional people engaged 
in the field of taxation. After all, it would 
appear to be true that the professional tax 
advisers could easily be the beneficiaries of 
the present complicated and inequitable tax 
system. The greater the complexity of the 
law, the more numerous are the opportuni- 
ties for tax and 
thorough tax planning. 


savings with adequate 

Would it not be more logical for certified 
public accountants and attorneys to remain 
silent and let the well-organized pressure 
groups of the country take advantage of the 
political involved? The 
greater the activity of these various organ- 


aspects that are 
ized groups, the greater the complexity of 
the law, the greater the opportunity for tax 
savings and the greater the area for tax 
planning. But is that the answer? Should 
the certified public accountant or the attor- 
ney remain silent? 
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Professional responsibility—It should be 
obvious that no conscientious, informed pro- 
fessional man has any right to remain silent. 
To deny any responsibility on his part is 
merely to state that his only concern is his 
own selfish material welfare. Do not such 
professional men and women have a civic 
responsibility as informed citizens? Do 
they not have an obligation to their fellow 
citizens? They had better be realistic. If 
informed professional men do not assume 
any responsibility for objectivity in this 
regard, just exactly who will? Certainly it 
won't be any of the organized groups repre- 
senting special interests. Certainly it won’t 
be the labor unions. Certainly it won't be 
either of the two major political parties. 
Certainly it any of the trade 
associations. 


The that 
done and the willingness to take the lead 
in doing it must come from those citizens 
who are sufficiently informed and sufficiently 
interested to bring to the problem a certain 
fair-minded and objective sense of equity. 
That means that certified public accountants 
and attorneys must stop thinking only of 
their own short-range material interests and 
must start assuming a civic responsibility 
as citizens of this great country. 


won't be 


realization something must. be 


Those engaged in professional practice 
have a special problem with regard to their 
clients. What if a client is deprived of some 
special benefit that he now enjoys? Before 
answering that, an attempt must first be 
made to decide to which of their clients 
preference will be given. It should not be 
forgotten that the benefit enjoyed by one 
client is in effect paid for by another client. 
Can one choose between them? All clients 
And 


about the clients of tomorrow and the day 
At this point, it is not known what 


don’t enjoy the same benefits. what 
after? 
their interests are going to be. 

To state it another way, the selfish, long 
range, personal and material interest of all 
certified public accountants and attorneys 
practically requires that they assume the 
civic and that they 
assume the leadership in trying to obtain a 
more equitable tax law, a tax law that levies 


moral responsibility, 


an assessment on the public in proportion 
to their ability to pay, with a minimum oi 
special favor, special treatment and special 
exemptions to special interests. 


Only if that is done will public confidence 
be restored in the federal system of taxation. 
Only if that is done will equity again exist 


[The End] 


in our internal revenue law. 
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Apportionment of Taxes on Rea 


Between Seller and Purchaser | 


The 1939 Code contained no rules dealing with the apportionment between 
seller and purchaser of taxes on real property. The enactment of Section 164(d) 


in the 1954 Code served to eliminate many inequities which arose. 

Last month TAXES published Edward L. Cobb's article on problems under the 
federal law which arise in Michigan. This month we present an article, 
reprinted from the June, 1957 issue of the Illinois Certified Public Accountant, 
explaining the workings of the section in the light of Illinois law. 


YECTION 164(d) of the Internal Revenue 
\7 Code of 1954 attempts to supply clear- 
cut, fair rules respecting apportionment of 
taxes on real property between seller and 
Under the 1939 Code, which 
contained no such provisions, a number of 
inequities arose. Suppose, for example, a 
purchaser bought property after the taxes 
for the current year had become a lien. If 
he and the seller prorated the taxes to the 
end of the real property tax year, was he 
entitled to deduct his pro-rata share of the 
tax from the date of closing to the end of 
the tax year? No, said the Supreme Court 
in Magruder v. Supplee, 42-2 ustc { 9498, 
316 U. S. 394 (1942), because the tax was 
imposed on the seller. The purchaser could 
only treat his portion of the tax as part 
of the basis of the property. Inequities of 
this sort have been eliminated by Section 
164(d), but that section is not easy to apply 
because the rules set forth in that section 
depend in part upon the real property tax 
laws of the state in which the property is 
situated. My purpose is to explain the 
workings of Section 164(d) in the light of 
Illinois law. 


purchaser. 


Under Illinois law, the real property tax 
year is the calendar year. The owner of 
property on April 1 of each year is liable 
for the taxes of that year; the purchaser 
of property on April 1 is considered as the 
owner on that day; and on April 1 the tax 
for that year becomes a lien on the property. 
Taxes for each year are payable in two 
equal installments during the following year. 
In Cook County the first installment is due 
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on May 1, and the second, on September 1. 
Elsewhere in Illinois, the due dates are 
June 1 and September 1. (Illinois Revised 
Statutes (1955), Chapter 120, Sections 509, 
694 and 705.) Thus, on April 1, 1956, the 
property taxes for the calendar year 1956 
became a lien on the property and the 
owner (or purchaser) on that date became 
liable to pay them. They became due on 
May 1 (or June 1) and September 1, 1957. 
This statutory situation is recognized in the 
prorating of taxes on the sale of property. 
If, for example, a sale were closed on Feb- 
ruary 28, 1956, the purchaser would receive 
credit for the taxes for the calendar year 
1955 and for the period from January 1, to 
February 27, 1956. The 1956 taxes would 
have to be estimated and very likely the 
1955 taxes as well, since usually the tax 
bills are not issued until shortly before the 
first installment is due. The April 1 lien 
date has no bearing on the proration of 
taxes but, as we shall see, plays a significant 
role under Section 164(d). 


Illinois law. Now a word 
about cash basis and accrual basis tax- 
payers. In general, each must meet two 
requirements in order to take a deduction 
for taxes. In the case of the cash basis 
taxpayer, the two requirements are “impo- 
sition” of the tax on the taxpayer (the 
nemesis of Mr. Supplee of Magruder v. 
Supplee) and payment of the tax. The de- 
duction, of course, is taken in the year of 
payment. For an accrual basis taxpayer, 
the two requirements are “imposition” of the 
tax on the taxpayer and “accrual” of the tax. 
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Property 
llinois 


By WILLARD J. LASSERS 
Chicago Attorney 


Unless the taxpayer makes an appropriate 
election, property taxes do not accrue ratably, 
day by day, but rather accrue in a lump 
sum on the day on which the tax becomes 
a lien. Suppose a corporate taxpayer, or- 
ganized on March 15, 1956, elected to end 
its first tax year on April 30, 1956. Property 
taxes for 1956 would have accrued within 
this period and would be a proper deduc- 
tion for this tax year. The taxpayer, how- 
could to accrue taxes ratably, 
in which case it would take only three 
twenty-fourths of the 1956 tax as a deduc- 
tion. The consent of the Commissioner is 
required if the election is made after the 
first tax year. (Section 461(c).) 


ever, elect 


We are ready at this point to consider 
the specific rules governing the apportion- 
ment of taxes between seller and purchaser. 
Section 164(d)(1) read, in the light of 
Illinois law, states that for both cash basis 
and accrual basis taxpayers, the property 
tax allocable to the period from January 1 
to the day before the date of sale is to be 
treated as “imposed” on the seller. The 
property tax allocable to the period from 
the date of sale to December 31 is to be 
treated as “imposed” on the purchaser. This 
disposes of the tax “imposition” requirement. 

What of the payment (or accrual) re- 
quirement? Section 164(d)(2), read in the 
light of Illinois law, provides that if a cash 
seller sells property on April 1 or 
before, he is treated as having paid on the 
date of sale the tax which is treated as 
“imposed” on him, that is, the tax allocable 
to the period from January 1 to the day 
before the date of sale. If the sale occurs 
after April 1, a problem arises which is not 
answered by the Code. 


basis 


There is no provision in the Code which 
states that a seller is considered to have 
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paid the tax treated as “imposed” upon him 
when the sale occurs after April 1. Perhaps 
the draftsmen felt that none 
since the seller need only pay the tax to 
secure his deduction. But in Illinois usually 
the seller will not pay the tax himself; he 
will merely allow the purchaser an appro- 
priate credit on the closing statement. Does 
this allowance of the credit constitute “pay- 
ment” by the seller or must the seller wait 
until such time as the purchaser pays the 
tax before he may claim the deduction? 
I think that the granting of the credit con- 
stitutes payment. It is not good sense to 
make the seller’s deduction depend upon 
the year in which a stranger to him, the 
purchaser, sees fit to pay the tax. Suppose 
the purchaser never pays it. Is the seller 
to be deprived of his deduction? 


was needed 


The same question arises where, for ex- 
ample, a sale is closed in March of 1957, 
before the 1956 tax bills have been issued. 
The 1956 taxes are the responsibility of the 
seller and, hence, the common practice is 
to allow the purchaser credit for these taxes. 


Again, I think that the allowance of this 
credit constitutes “payment” by the tax- 
payer. Perhaps, however, with respect to 


any year for which the tax bills are avail- 
able at the time of sale, a credit to the 
purchaser will not be considered as “pay- 
ment.” In any event, where the seller can 
pay the tax, he should do so, rather than 
merely granting the purchaser an allow- 
ance. He thus obviates any question as to 
his deduction. 


What about the cash basis purchaser? If 
a cash basis purchaser buys after April 1, 
he is considered as having paid on the date 
of sale the tax which is treated as imposed 
on him, that is, the tax from the date of 
sale to December 31. If the purchaser buys 
on April 1 or before, the allocable portion 
of the tax from the date of sale to Decem- 
ber 31 is treated as imposed on him, but 
there is no provision to the effect that he 
is considered to have paid the tax on the 
date of the sale. The effect generally is to 
postpone the deduction until the date of 
actual payment which usually will be in 
the following fiscal year. 

For accrual basis taxpayers who have no 
elected ratable accrual, Section 164(d)(2)(D) 
provides comparable rules. Thus, if a non- 
electing accrual basis taxpayer 
April 1 or before, the tax from January 1 
to the day before the date of sale is con- 
date of sale. If 


sells on 


sidered to accrue on the 
the sale occurs after April 1, no special rule 
April 1 is the 


accrual 
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date. Note, however, that it is only the 
tax to the day before the day of sale that 
is imposed on the taxpayer and only this 
sum Similarly, if a nonelecting 
accrual basis taxpayer buys after April 1, 
Section 164(d)(2)(D) provides that the tax 
from the date of purchase to December 31 


accrues. 


is considered to accrue on the date of sale. 
If the purchase occurs on April 1 or before, 
no special provision is necessary because on 
April 1 the tax will accrue of itself (in the 
amount allocable to the period from the 
date of purchase to December 31). 


164(d) speaks of the “date of 
sale.” What is the “date of sale’? There 
is no positive answer to this question but 
Rev. Rul. 54-607, 1954-2 CB 177, relating 
to the computation of holding periods, seems 
to provide a reliable guide. It lays down 
the rule that the holding period starts on 
the day after title passes or on the day 
after the delivery of the possession is made, 
whichever occurs first, and the purchaser 
assumes the burdens and privileges of own- 
ership. The latter rule seems applicable 
to contracts-for-deed where the purchaser 


Section 


assumes the burdens and privileges of own- 
ership but does not receive a deed until 
some later time. 

I have mentioned above that it is fre- 
quently necessary to estimate taxes. Later, 
when the exact amount of the tax becomes 
known, an adjustment must be made, fol- 
lowing customary practices in this regard. 


Comments on Tables | and II 


The substance of Section 164(d) is sum- 
marized in the following tables. Table I is 
a numerical illustration for a calendar year 
seller and a calendar year purchaser who 
pay their taxes as due. Table II states the 
rules governing deductibility for sellers and 
purchasers regardless of whether their tax 
year is the calendar year, a fiscal year or 
a 52-53-week year, authorized by Code Sec- 
tion 441(f). Note that the seller’s method of 
accounting has no effect on the purchaser, 
and vice versa: Each applies the rules for 
his own method of accounting. 


In consulting Table II, bear in mind that 
if a sale occurs on April 1, 1957, or before, 


TABLE | 


Illustration of Property Taxes Deductible by Calendar Year Sellers and Purchasers 


In this example the tax for each year is assumed to be $365. 
For the sale closed March 1, 1957, the tax is allocable 


tax in the calendar year when due. 


as follows: $59 to the seller and $306 to the purchaser. 
the tax is allocable in this way: $151 to the seller and $214 to the purchaser. 
purchaser actually prorate the tax on this basis. 
See text above. 


considered the equivalent of payment. 


Each taxpayer pays his 
For the sale closed June 1, 1957, 


Seller and 
Allowances on the closing statement are 





Purchaser Purchaser Purchaser 
Calendar 
Year of Pur- 


chase (1957) 


Seller 
Calendar 

Year of 
Sale (1957) 


(1958) (1959) 


Basis 





Sale closed March 1, 1957 (‘April 1, 1957, or before’ case) 


$365 for 1956 Pays $365 for 1957 $365 for 
plus $59 but deduction 
for 1957 is $306 


$59 for 1957 $365 for 1958 


Cash basis None 


Accrual basis—no election $306 for 1957 $365 for 1959 


to accrue ratably 


Accrual basis—ratable (day- $59 for 1957 $306 for 1957 $365 for 1958 $365 for 1959 


by-day) accrual elected 
” 


1, 1957 (‘‘after April 1, 1957’’ case) 
1957 $365 for 


Sale closed June 


$365 for 1956 $214 for 
plus $151 
for 1957 


$151 for 1957 


Cash basis None * 


Accrual basis—no election 1957 $365 for 


to accrue ratably 


$214 for $365 for 1958 


Accrual basis—ratable (day- 1957 $365 for 1958 $365 for 


by-day) accrual elected 


$151 for 1957 $214 for 





* Purchaser pays $365 of which $151 is deductible by seller and $214 by purchaser in 1957. 
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TABLE II: Property Taxes Deductible by Seller and by Purchaser 


Basis 


Seller 


Tax Year of Sale 





Purchaser 


Tax Year of Purchase 


Second Tax 
Year After 
Tax Year of 
Purchase 


First Tax Year 
After Tax 
Year of 

Purchase 





Cash basis 


Accrual basis— 
no election to 
accrue ratably 


Accrual basis— 
ratable (day-by- 
day) accrual 
elected 


Tax paid in tax year plus 
allocable portion of tax 
from January 1 to day be- 
fore date of sale. (See 
text as to whether allow- 
ance of credit to  pur- 
chaser constitutes pay- 
ment.) 

Tax which became lien on 
April 1 of current tax 
year while seller owned 
property, plus allocable 
portion of tax from Janu- 
ary 1 to day before date 
of sale.*: 3 


Tax accrued on ratable 
basis from start of tax 
year to day before date of 
sale. 


Sale April 1 or Before 


Allocable portion of 
tax from date of pur- 
chase to December 
31, if paid in tax 
year (usually tax not 
paid).' 


Allocable portion of 
tax from date of pur- 
chase to December 
31, if April 1 follow- 
ing purchase falls in 
tax year. Otherwise, 
none.*: *# 


Tax accrued on rata- 
ble basis from date 
of purchase to end of 
tax year. 


Sale After April 1 


Allocable portion of tax from 
date of sale to December 31 
if paid in tax year, plus tax 
for calendar year(s) after cal- 
endar year of purchase if 
paid in tax year. 


Tax which 
became lien 
on April 1 of 
tax year.* 


If no tax de- 
ductible in tax 
year of pur- 
chase, then al- 
locable portion 
of tax from 
date of pur- 
chase to De- 
cember 31. Otherwise, tax 
which became lien on April 1 
of tax year.* 

Tax accrued on ratable basis 
for tax year. 


Cash basis Tax paid in tax year, plus 
allocable portion of tax 
from January 1 to day 
before date of sale, if 
paid jn tax year (see text 
as to whether allowance 
of credit to purchaser 
constitutes payment). 


Accrual basis— 
no election to 
accrue ratably 


If April 1 of calendar year 
of sale falls in tax year, 
tax from January 1 to day 
before date of sale. If 
April 1 of calendar year 
of sale falls in preceding 


tax year, see notes.’ 5 if 


Allocable 
tax 
purchase to 
ber 31. 


Allocable portion 
tax from date of pur- 
chase to 
plus 
became lien on April 
1 following purchase 
it falls in 


31, 


portion of 
date of 
Decem- 


Tax for calendar year of pur- 
chase from date of purchase 
to December 31 if paid in tax 
year, less tax deductible in 
tax year of purchase (that is, 
amount of underaccrual) 
probably allowable, plus tax 
for succeeding calendar 
year(s) if paid in tax year. 

Tax which became lien on 
April 1 falling in tax year.* 


from 


of 


December 
tax which 


tax 


year.’ 


Tax accrued on ratable 
basis from start of tax 
year to day before date of 
sale. 


Accrual basis— 
ratable (day-by- 
day) accrual 
elected 


Tax accrued on rata- 
basis 
of purchase to end of 
tax year. 


ble 


Tax accrued on ratable basis 


from date for tax year. 





1If a purchase occurs on April 1 or before, a 
cash basis purchaser almost never will have a 
tax deduction in the tax year of purchase. The 
first installment of the tax is not due until May 
1 (or June 1) of the following calendar year, 
and so only if the tax is paid well in advance 
of the due date can it be a deduction in the 
tax year of purchase. 

2 There may or may not be an April 1 falling 
in the tax year while the seller owns the prop- 
erty, for example, a March 1, 1957 sale and a 
tax year from May 1, 1956, to April 31, 1957. 


’ Where the taxpayer has elected a 52-53-week 
tax year which ends on the same day of the 
week which falls nearest March 31 (see Code 
Sec. 441(f)(1)(B)), special care must be taken 
to make the proper accrual. For example, the 
tax year ends on the Thursday which falls 
nearest March 31. In 1957, the tax year ends 
Thursday, March 28, 1957. The next tax year 


Real Property in Illinois 


runs from Friday, March 29, 1957, to Thursday, 
April 3, 1958, and thus contains two April 1 tax 
accrual dates. 

* There may or may not be an April 1 falling 
in the tax year of purchase, for example, a 
purchase on March 1, 1957, and a tax year end- 
ing on March 31, 1957. In such case, the actual 
credit allowed by the seller will be offset against 
the tax for the year following the year of pur- 
chase. But if there is a March 1, 1957 purchase, 
where the tax year ends on April 31, 1957, actual 
credit is offset against tax for the tax year of 


“purchase. 


5 Suppose a tax year ends April 30, 1957, and 
the sale occurs June 1, 1957. On April 1, 1957, 
the seller properly accrues the 1957 tax. 
But under Sec. 164, only the tax to May 31, 
1957, is treated as ‘‘imposed’’ on him. Does 
this mean that the seller must treat the tax 
from June 1, 1957, to December 31, 1957, as 
income? 
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“the tax year of sale (or purchase)” cannot 
end earlier than January 31, 1957 (tax year 
February 1, 1956, to January 31, 1957) nor 
later than March 31, 1958 (tax year April 1, 
1957, to March 31, 1958). If the sale occurs 
after April 1, 1957, the tax year of sale (or 
purchase) cannot end earlier than April 30, 
1957 (tax year May 1, 1956, to April 30, 
1957) nor later than November 30, 1958 


(tax year December 1, 1957, to November 


30, 1958). For taxpayers who have elected 
52-53-week years under Section 441(f) of 
the Code, these dates will vary slightly. All 
tax years are assumed to be 12-month 
periods. ‘Tax allowances by the seller on 
the closing statement for taxes for the cur- 
rent year or preceding year are considered 
to be the equivalent of payment. See text 


comment above. [The End] 


WASHINGTON TAX TALK—Continued from page 502 


collection of internal revenue taxes be made 
directly to the Commissioner. 

It was suggested that the collection and 
auditing functions be separated, with either 
the determination or the collection function 
reassigned to another office coordinated with 
the district director and responsible to a 
higher level. It was also proposed that a 
centralized postaudit procedure replace the 
present system of separate reviews in each 
of the nine regional commissioners’ offices. 

A recommendation was made that there 
be established a procedure of certiorari to 
the national office of the Service of any 
problem where the taxpayer proves that a 
lack of uniformity exists among the district 
offices in treating the problem. 

Replacing the practice of having some of 
the 90-day letters, which are sent out prior 
to the filing of a petition with the Tax 
Court, issued by district directors, the sub- 
committee would have all such letters issued 
by the appellate staff and reviewed by the 
regional counsel. 

Authorization by the Commissioner of 
the field levy of jeopardy assessments is 
criticized. The subcommittee found that 
such assessments have often been used to 
force the taxpayer to waive the statute of 
limitations. It felt that use of the jeopardy 
assessment should be limited to cases where 
there is real financial jeopardy. In criminal 
cases, the subcommittee advocated a return 
to the pre-1952 procedure of funneling all 
recommendations to the Justice Department 
for criminal prosecution through the na- 
tional office, rather than directly from the 
nine regional offices. 

The treatment of Tax 
Court decisions was criticized. “When the 
Tax Court decides in favor of the taxpayer, 
the Commissioner should follow the deci- 
sion or appeal it,” the subcommittee stated. 
It said that the Commissioner’s policy of 
neither acquiescing in nor appealing a deci- 
sion “leads to confusion, uncertainty, and 
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lack of uniformity.” Where two or more 
courts of appeals are in opposition to the 
Commissioner’s position on a given issue, 
the Commissioner should abandon further 
litigation and seek legislative clarification 
of the statute involved. 

Practice before the Treasury Department, 
it was suggested, should be opened up to 
a larger group of persons, since many cases 
thus could be disposed of at the revenue- 
agent or group-chief level. Particular refer- 
ence was made to small-town schoolteachers, 
bank clerks and others, including experi- 
enced accountants, who help in preparing 
tax returns. 


The Commissioner 


Machine processing of returns to be in- 
creased.—More than half of the income tax 
returns to be filed ncxt will be proc- 
essed on tabulating machines at three service 
centers operated by the !r‘. ‘nal Revenue 
Service, announced Com. ner Russell 
C, Harrington recently. 


year 


An expansion in macit: « processing of 
the simpler types of inco tax returns and 
other tax documents will be made at the 
three centers located at Lawienace, Massa- 
chusetts; Kansas City, Misseuri; and Og- 
den, Utah. While this year the tabulating 
machines at the centers handled some 22 
million income tax returns, next year they 
will process more than 36 million returns on 
1957 income. The total of income tax re- 
turns now runs to more than 60 million 
annually. 

With the expansion in the centers’ activ- 
ity, all districts, except those in the Atlanta 
and Dallas administrative regions, will mass- 
ship their simpler returns to one or the 
other of the processing centers for handling. 
Machine processing will thus be in order 
for simple returns from 50 of the 64 internal 
revenue districts. Ultimately, all of the dis- 
tricts will have access to machine processing 
centers. 
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How Corporations Can Make Tax-Free Gifts 
to Widows of Employees 


VALUED minor executive of a com- 
LX. pany dies, leaving a widow and, as is not 
uncommon in a time of high taxes, a small 
estate. As a vice president of the company, 
the man had been earning a 
$25,000 a year. Now his widow has an 
income of approximately $125 to $150 a 
month. Although the company is under 
no obligation to pay the widow anything, it 
recognizes a moral obligation to do so. It 
offers her $6,000 a year, as a gift. Desiring 
to have the widow reap the full benefit 
from these payments, the company has a 
question: When the widow lists these pay- 
ments on her income tax return as gifts, 
will they be recognized as being gifts, and 
thus excludible from her gross income? 


salary of 


In another situation, a man has helped to 
organize a corporation and has been serving 
as its president and one of its directors. 
When he dies, can the company, in recog- 
nition of his past services, pay his widow as 
a gift a sum equivalent to the salary her 
husband would have received had he lived 
the remainder of the year? 

Several companies have undertaken to 
make just such payments to 
deceased employees. As might be expected, 
the Commissioner has challenged the widows’ 
tax returns. In each case, however, the Tax 
Court has upheld the gift 
payments. 


widows of 


status of such 


In similar situations, other companies may 
also recognize a moral obligation or may 
wish to offer a widow financial recognition 
of her husband’s services to the company. 
These companies will want to know how 
they ,can assure the gift status of such 
payments. Here are the vital conditions: 


(1) The payment must be made to the 
widow and not to her husband’s estate. 


(2) There must have been no obligation 
on the part of the corporation to pay any 
additional compensation to the 
husband. 


widow’s 


(3) The company must derive no benefit 
from the payment. 


Tax-Free Gifts 


(4) The widow must have performed no 
services for the corporation and those of her 
husband must have been fully compensated 
for. 


In the first case involving such a gift, 
these conditions had been met; the court 
called them “the controlling facts which 
establish the payment in question as a gift.” 
The court “We think the prin- 
cipal motive of the corporation in making 
the payment was its desire to do an act of 
kindness for [the widow]. The pay- 
ment, therefore, was a gift to her and not 
taxable income.” 


also said: 


Those companies which have made gifts 
to widows of deceased employees have done 
more than one instance. And yet it 
that such payments 
sent a definite commitment on the part of 
the company. To establish a pattern might 
constitute an “implied agreement” and, 
by destroying the gratuitous nature of the 
payments, destroy their character as a gift. 

In 1952 Hellstrom Corporation paid 
$28,933.32 to the widow of its founder and 
president. This sum represented the salary 
which her husband would have received if 
he had lived the remainder of the year. 
In its resolution authorizing the company 
treasurer to begin monthly payments, the 
board of directors stated that its action was 
“in conformity with the policy of this cor- 
poration to make reasonable provision fot 
the surviving 


so in 


cannot be said repre- 


dependents of its deceased 
employees, although it is under no obliga- 


tion So to do 


The United. Biscuit Company has had 
extensive experience in making gifts to 
widows, beginning in 1945. To the widows 
of eight deceased employees it has made 
gifts ranging from $6,666.67 to $29,500. 
Some widows received year’s 
salary; others received less. Three widows 
were given $18,000 each; others received 
$24,000, $15,000 and $12,000, respectively. 


one basic 


Grace Line, Inc., undertook to pay the 
widow of its executive vice president $12,000 


a year. The widow of another vice presi- 
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dent was given $6,000 a year. For some 
years previous to death, the salaries of the 
two deceased officers had been limited to 
$25,000 per year by the Maritime Commis- 
sion. Neither executive owned 
stock in Grace Line, Inc., although 
owned 56 shares of common stock in W. R. 
Grace & Company, the parent company 
owning all of the stock of Grace Line, Inc. 
Neither executive left an estate of substan- 
tial size; in both instances, before the gifts 
from the company, the widow had a monthly 
income of approximately $125 to $150. 


shares of 
one 


Further guidance in assuring the gift 
character of payments might be gained 
from the actions of the United Biscuit 
Company. When the Commissioner ques- 
tioned one of the $18,000 gifts, the court 
which upheld the gift took into considera- 


tion these points: 


(1) There is no pattern to the payments 
made to the widows: some widows receive 
no payments, others receive part or all of a 
year’s basic salary. 


(2) In the case in question, not only was 
there no contract or agreement, there was 
no implied or verbal agreement between the 
company and the employee or his wife for 
such payments. 


(3) No action was ever taken by the 
board of directors with relation to payments 
made, except for the president’s announce- 
ment at board meetings of his decision to 
make such payments, a power of decision 
which he holds under the bylaws of the 
company. That section of the bylaws pro- 
vides that the president “shall make and 
sign bonds, mortgages, and other contracts 
and agreements of the corporation, except 
when the Board of Directors by resolution 
directs the same to be done by some other 
officer or agent.”” This has been interpreted 
by the board to cover the matter of making 
gifts to the widows of company executives. 
In the present instance, the company presi- 
dent, taking into consideration the deceased 
executive’s period of service, the back- 
ground of it, and other factors, fixed the 
amount of payments and reported it to the 
board. 


Each of the companies has listed pay- 
ments to widows as deductions on its federal 


Biscuit 
“mis- 


The United 

payments to 
cellaneous and expense.” Grace 
Inc., claimed the deductions under 
the heading of “general and administrative 
expense.” In the parent decision, the Hell- 
strom case, the court said, “In view of the 
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other evidence in the record, we attach no 
particular significance to the fact that the 
corporation claimed deductions on its returns 
for the amount paid to [the widow ]. 
Nor do we attach any significance to the 
fact that the amount paid to her was the 
amount of salary her husband would have 
drawn had he lived Gifts to widows 
of deceased employees frequently are deter- 
mined by the amount of salary which the 
employee drew or would have drawn.” 


From the experience of these companies, 
it would appear that when a valued execu- 
tive dies, or when a relatively high-paid 
executive has been able to accumulate only 
a small estate for his family, provided that 
the gift-status conditions are observed, it 
is possible for the “impersonal” corporation 
to perform “an act of kindness” for the 
widow of a deceased employee. 


The 1954 Code, however, apparently re- 
stricts severely the ability of a widow to 
exclude from her gross income large sums 
of money paid to her as a gift from her 
deceased husband’s employer. The 1939 
Code had a provision applicable to sums 
paid under a life insurance contract to the 
beneficiaries of a deceased employee; only 
$5,000 of such amounts was excludible from 
gross income (Section 22(b)(1)(A) and 
(B), as amended by 65 Stat. 483 (1951)). 
In the 1954 Code, the language of this pro- 
vision has been made far more inclusive; 
the $5,000 limitation now applies “if such 
amounts are paid by or on behalf of an 
employer and are paid by reason of the 
death of the employee” (Section 101(b)). 
In other words, the limitation now also 
applies to sums paid wtthout contractual 
obligation, As a federal district court re- 
cently stated in dicta: “the effect of this 
would seem to be to withdraw the complete 
exemption that gratuitous death benefits had 
enjoyed and to substitute an exemption up 
to $5,000. Gifts in general are exempt 
but gifts in the form of death benefits are 
taxable insofar as they exceed $5,000.” 


Perhaps it remains to be tested whether 
such a distinction can be made between 
“gifts in general” and “gifts in the form of 
death benefits.” 

Even where the gift conditions are not 
observed at all, thereby turning the pay- 
ments into compensation for past services 
paid to the widow of a deceased employee 
(and thus making the total sum includible 
in her gross income), such payments can 
still be deducted by the corporation. How- 
ever, the Commissioner has indicated that 
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How Courts Approach 
Illegal-Expense Deductions 


Internal 
“ordinary and neces- 
sary expenses” of “any trade or business” are 
deductible. While Congress has never en- 
acted provisions that would prohibit deduc- 
tions for illegal expenses, the courts—in 
interpreting the law—have widely debated 
the deductibility of illegal expenses. Al- 
though stepping in where Congress has not 
ventured to tread, the courts have never 
resolved the problem so that a fixed stand- 
ard would be applicable in all jurisdictions 
and, thus, establish the kind of deduction 
permitted. Rather, over the years they have 
pursued a vague standard of public policy 
that permits a differentiation as to the de- 
gree of legality. 


Bpp-aens SECTION 162 of the 


; 
Revenue Code, the 


There has been currently, however, a 
trend toward greater specificity, pushed no 
doubt by the policy of the Department of 
Justice to attack illegal enterprises by flank- 
ing as well as frontal maneuvers. 

To Attorney General Herbert Brownell 
in 1953, it seemed “anomalous that a person 
engaged in a business which is admittedly 
illegal may take a deduction for ‘ordinary 
and necessary expenses’ incurred in the bus- 
and he told the American Bar Asso- 
ciation at its annual meeting in that year 
that his department’s policy thereafter would 
be “to disallow all deductions for expenses 
incurred in illegal enterprise, and the Treas- 
ury Department has promised us its fullest 
cooperation.” 


iness, 


Out of the activities of the Internal Rev- 
enue Service in cooperation with the Justice 
Department, the road which the courts 
have traveled in determining deductibility 
has reached a point where it splits into 
three forks. Added to the public-policy 
standard are the integrality test of the 
Seventh Circuit, advanced in Commissioner 
v. Doyle, 56-1 uste | 9441, 231 F. (2d) 635 
(1956) and the illegality per se rationale of 
the Tax Court, developed in Sam Mesi, CCH 
Dec. 21,385, 25 TC 513 (1955). Each of the 
latter two tests departs successively farther 
from the vagueness of the public-policy 
standard. 


Illegal-Expense Deductions 


deduc- 
[llinois 
deductions 
employees. 
Circuit af- 
Tax Court 
that the wages and salaries were deductible, 
holding them to be an “integral” part of 
the business and, therefore, “ordinary and 
necessary” regardless of whether the busi- 
ness be lawful or unlawful. 


Both involved the expense 
tions of horse-race bookmakers in 
In both, the bookmaker sought 
for wages and salaries paid to 
In the Doyle case, the Seventh 
firmed an earlier decision by the 


cases 


Before the Seventh Circuit had affirmed it 
in the Doyle case, however, the Tax Court 
had itself in Mesi, there holding 
that the salary expense of the bookie was 
nondeductible, since the payment of wages, 
in and of itself, constituted an illegal act. 
In this case the Commissioner had based his 
illegality argument on the Illinois aiding- 
and-abetting statute, which considers an 
principal, and 


reversed 


accessory as a punishable 
accordingly. 

An excellent discussion of the developing 
law in this field is made in a note appearing 
in the February, 1957 Yale Law Journal en- 
titled “Deductibility of Illegal Expenses 
Under Section 162 of the Internal Revenue 
Code: A Justification for Vagueness.” 

As the title suggests, the note is a plea 
for a return to the vagueness of the public- 
policy standard, for which the note claims 
there is considerable justification. 

The disallowance of such payments as 
illegal salaries on statutory grounds is pos- 
sible “only distortion of the 
statute, since section 162 specifically permits 
deductions of expenses,”. the note 
states. Basically, such expenses are “ordi- 


by obvious 
such 


nary and necessary.” 

While the United States Supreme Court 
in Commissioner v. Lilly, 343 U. S. 90 (1952), 
stated the dictum that “it could be argued” 
that disallowance may result by “virtue of 
the illegality” of the expense, this does not 
compel acceptance of the Tax Court’s test. 

The use of state criminal statutes to de- 
termine deductibility may result in unfair- 
ness in application, As the Seventh Circuit 
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stated in Doyle: 
hibit the business of selling automobiles on 
Sunday, while another may not. Would 
the Commissioner argue that a dealer who 
did business on Sunday in the first state 
could not deduct from his gross receipts 
salaries and rent paid for his unlawful ac- 
tivity on that day, while a dealer in the 


second state could make such deductions: 
In some areas the sale of intoxicating liquor 
at retail is legal, and in others it is illegal. 
Would a retailer’s salary and rent payments 
be deductible or not depending entirely on 
the lawfulness of his business? 


“Thus one state may pro- 


These 
questions are suggestive of the many sur- 
prising results which would follow the adop- 
tion of the Commissioner’s We 
cannot believe that they were intended by 
the Congress.” 


theories. 


The journal’s note finds support for its 
argument for the distinction of 
various types of illegal expenses under the 
public-policy standard in the Second Cir- 
cuit’s decision in Jerry Rossman Corporation 
v. Commissioner, 49-2 ustc 9333, 175 F. 
(2d) 711 (1949). In allowing a penalty ex- 
pense incurred by inadvertent violation of 
OPA rules to be deducted by the taxpayer, 
the Tax Court’s “rigid criterion” denying 
deductibility to all penalty payments was 
rejected. The court reiterated the need for 
a vague standard and asserted that only 
penalties for violations which “frustrate 
sharply defined public policies” were non- 
deductible. The court stated that “there 
are ‘penalties’ and ‘penalties’ some are 
deductible and some are not in every 
case the question must be decided ad hoc.” 


selective 


The note states that by using federal tax 
power to supplement state police powers in 
criminal law enforcement, the illegality 
standard may be unconstitutional. Two 
Supreme Court opinions (U. S. v. Constan- 
tine, 36-1 ustc § 9009, 296 U. S. 287; U. S 
v. Kahriger, 53-1 ustc J 9245, 345 U. S. 22) 


are considered as jointly indicating that a 


federal tax which penalizes the vidlation of 
a state law infringes the Tenth Amendment. 
In Kahriger the Court “upheld an excise 
because its operation was not determined by 
state illegality; in Constantine congressional 
reliance on local illegality to impose the tax 
resulted in unconstitutionality.” The dis- 
tinction between taxes and deductions should 
not be relevant, the note asserts. 

While the Seventh Circuit’s “integrality” 
standard would permit more selective denial 
of deductibility than would the rigid “il- 
legality” criterion, it, too, would inhibit full 
judicial flexibility. While the Seventh Cir- 
cuit upheld the deductibility of 
paid by gambling interests, or any 
business, under its integrality standard, it 
classified payments such as bribes, lobby- 
ing expenses and fines not as integral but 
a “concomitant.” Yet, says the Yale Law 
Journal, “periodic bribes from the 
gamblers to police authorities for protection 
are only verbally distinguishable from salaries 
to employees. And lobbying expenses are 
both common and indispensable to the very 
existence and growth of many legitimate 
industries. Fines are unavoidable and natural 
in such businesses as taxicab and_ truck 
operations.” 


salaries 
other 


same 


The law journal further describes the in- 
tegrality test as “actually inconsistent with 
a purpose of denying objectionable expenses, 
for it focuses on the ‘ordinary and neces- 
sary’ nature of the expense rather than on 
the relation of the outlay to any public 
policy.” 

The more vague the standard, the easier 
it is for the courts to render their decisions 
as to the deductibility of expenses on quali- 
tative distinctions. The law journal thus 
advises the retention of public policy as the 
“ultimate determinant of deductibility in 
this field.” The role to be played by in- 
tegrality and illegality would be limited to 
indicating “material but inconclusive evi- 
dence of conflict with this broader standard.” 


WHERE THE TAXES CAME FROM IN 1954 


The residents of eight states con- 
tributed 60 per cent of the individual 
income taxes collected in 1954, ac- 
cording to figures released by Com- 
missioner Russell C. Harrington. The 
eight states, in each of which the 
income tax liability was over $1 bil- 
lion, were New York, California, Ili- 
Pennsylvania, Ohio, Michigan, 

and New Jersey. Together, 
they accounted for nearly $16 billion 


nois, 
Texas 
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income taxes out of a 
billion for the entire 
United States. The eight states were 
the source of 29 million returns, or 
52 per cent of the total. On a national 
basis, salaries and wages accounted 
for 81 per cent of individuals’ ad- 
justed gross income. For the first 
time, in 1954, tabulated wages and 
salaries did not include sick pay 
benefits. 


of individual 
total of $27 
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ax-Wire 


This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activi- 
ties in the tax field. Featured this 
month: summer-session tax courses 
offered progressive principle 
in taxation condemned .. . elimina- 
tion of business cycles discussed 

truck tax payments disclosed. 


Meetings of Tax Men 


Practising Law Institute —Thirteen in- 
tensive one-week will be given at 
the sixteenth annual summer session of the 
Practising Law Institute in New York City. 
The sessions will run from July 8 through 
August 9. Individual courses will begin on 
Monday morning and will end Friday noon 
Where courses are related, they are con- 
ducted in sequence. A number of the 
courses deal with tax problems. 
ule is as follows: 


July 8-12: Defending Criminal 
Current Problems in Patent Law. 


courses 


The sched- 
Cases; 


July 15-19: Preparing and Settling Cases; 
Public Prosecutors. 

July 22-26: Trial Technique; Estate Plan- 
ning and Administration; Practical Problems 
in Labor Relations. 


July 29-August 2: Medical Aspects of 
Litigation; Advanced Estate Planning; Se- 
cured Transactions; Business 
Tax Aspects of Real Estate. 


and Income 


Medical 


Service 


Proof: 


Pro ce 


August 5-9: Advanced 
Clinic in Internal Revenue 
dures and Tax Court Trials. 

Details of speakers, program content and 
tuition may be obtained from the 
Practising Law Institute, 20 Vesey Street, 
New York 7, New York. 


fees 


Progressive Principle 
of Taxation Attacked 


“A valuable by-product of the debate on 
the Government’s 1958 budget is the stimu- 
lus it has given to consideration of some 
basic features of the Federal revenue 


Tax-Wise 


system,” states the June issue of The Guar- 
anty Survey, published by the Guaranty Trust 
Company of New York. 


Questions which the publication finds 
being asked include speculation as to which 
should come first: budget cuts or tax re 
duction; whether the present distribution 
of the tax load is equitable or whether it 
is punitive upon those in high 
brackets, conducive to 
stability and sustained economic growth or, 
rather, discourages saving, inhibits capital 
formation, distorts business practices, weakens 


income 


and whether it is 


economic incentive, harasses small business 


and promotes governmental extravagance. 


An attack is made upon the principle of 
progression in setting tax rates. Since esti- 
mates by the National Association of Manu 
facturers indicate that if had 
stopped at 50 per cent instead of 91 per cent 
the revenue loss to the Treasury would have 
been less than $1 billion, the case for pro 


progressi yn 


gression “must stand or fall on its economic 
desirability, not on the Treasury’s need for 
revenue,” 

“What 


economic 


it is asserted. 


is to be said for progression on 
grounds? The hard- 
ship suffered by a taxpayer is a purely sub- 
jective phenomenon, not 
dollars and not 
taxpayers. 


sacrifice or 


measurable in 
comparable as between 
Even if differences in the ‘margi- 
nal utility of the income dollar’ be accepted 
as an abstract economic principle, who is 
to measure the differences and balance them 
against the effort, diligence, fixity of pur- 
strength of character and nervous 
output that went into the earning of addi- 
tional dollars by individuals? Who is to 
for example, that a tax of 91 cents 
additional dollar at the 
$200,000 taxable-income level or a 
tax rate at the $18,000 level causes more or 
20-cent 


Is it the fynction of 


pose, 


say, 
on each income 


50-cent 


less sacrifice and hardship than a 
tax at the $2,000 level? 
the Government to answer these.unanswer- 
able questions, and to translate the answers 
into tax rates that amount to virtually com 
plete confiscation of income? Is this equality 
before the law? 


“When the practical economic effects of 
steep progression are considered, the argu- 
ment rests upon somewhat firmer ground. 
Irrespective of theoretical considerations of 
equity, steeply graduated rates tend to penalize 
productive effort by these who have the 
most to contribute to economic growth and 
expansion. They drive capital funds into 
tax-exempt channels and promote govern- 


mental waste and extravagance. They en- 
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courage dishonest tax avoidance and place 
a premium on corrupt practices by tax- 
payers and tax collectors alike. They dis- 
tort the pattern of economic activity by 
causing business decisions to be made on 
the basis of tax advantage rather than 
real economic desirability. They lead to 
competitive scrambles for legislative favors. 
They reduce the mobility of both labor and 
and capital by discouraging the payment 
of wages and salaries and the distribution 
of earnings in the form of ordinary income 
taxable at full statutory rates. They inhibit 
the flow of venture capital which is essen- 
tial to the maintenance of a strong, dynamic, 
flexible economy.” 


Are Business Cycles Passe? 


Have the so-called “built-in” economic 
stabilizers provided a method of eliminating 
upward and downward swings in the na- 
tional economy? Considerable doubt exists 
that such is true, according to the recently 


published annual report of the National 
Bureau of Economic Research entitled 


Financial Research and the Problems of the 
Day. 


In the report, Solomon Fabricant, the 
bureau’s director of research and professor 
of economics at New York University, says 
of the assumption based on postwar ex- 
perience that the business cycle is no longer 
a serious problem: “Study of our economic 
history over a longer span than the past 
decade raises some doubts about the con- 
fidence with which such a conclusion may 
be held.” i 


One of the important substantive conclu- 
sions suggested by business-cycle studies 
conducted by the research bureau is the 
“high degree of stability of the cyclical 
behavior, after irregularities were smoothed 
out, of most single activities and of business 
as a whole, despite secular, structural, and 
other changes in the economy up to World 


War II.” 


Fabricant noted that the bureau’s busi- 
ness-cycle researches point also to a con- 
tinuing problem encountered in applying 
monetary or other administrative action 
to halt or prevent the excesses of a boom. 
This is the problem of obtaining public ac- 
ceptance of such action. The diffusion in+ 
dexes prepared by bureau staff members 
were said to indicate that within the aggre- 
gates of production, employment, prices 
and ‘profits, “cross-currents multiply before 
the top is reached in general business. As 
long as the aggregates themselves continue 


546 


July, 1957 °@ 


to rise, the percentage of industries or firms 
with rises ordinarily remains above 50 per 
cent. But this percentage reaches its peak 
and begins to fall well before business as 
a whole does—usually even before the de- 
clines in financial markets and investment 
plans that foreshadow general recession. 
Very likely—though perhaps not as soon— 
a similar development occurs in the per- 
centage of families with rising incomes. 
Differences of opinion are bound to arise 
in such a mixed situation, a situation in 
which signs of both inflation and deflation 
can be found.” 


While Fabricant holds it questionable 
whether stabilizing devices have altered the 
tendency toward cyclical fluctuations, he 
seems to feel that possibly the severity of 
future fluctuations will not be as great. “It 
is unlikely, for example,” he says, “that 
the United States will again see a banking 
panic like that of the 1930’s or of 1907.” 

He also felt it unlikely that any cyclical 
decline would be left to run uncontrolled, 
foreseeing the intervention of government 
with the various means at its disposal. But, 
if such intervention does change the ampli- 
tude of fluctuation of business cycles of the 
future, “it will mark a crucial change in the 
economy. But even this is not entirely 
certain.” 


Taxed Wheels A-Rollin’ 


More and more trucks are paying more 
and more taxes, according to the recently 
published Motor Truck Facts of the Auto- 
mobile Manufacturers Association. 


In 1934 there was a total of 3,481,926 
trucks registered in the United States. By 
1955 the number of trucks had climbed to 
10,620,515. In 1934 the total of special 
truck taxes (federal excise taxes, local taxes 
and tolls, state registration and carrier fees 
and state gasoline taxes) was $274,986,000. 
By 1955 the total of special truck taxes 
had climbed to $1,935,751,000. Thus, while 
the number of trucks registered had multi- 
plied roughly three times, the amount of 
taxes paid had multiplied approximately 
seven times. 

In 1956 special truck taxes totaled $2,140 
million. This figure was more than the 
combined car, truck and bus taxes for any 
of the years prior to 1946 except 1941. 
While truck taxes have increased, so, also, 
of course, have taxes on automobiles and 
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Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


Taxes in Brazil and Britain 


Taxation in Brazil. Harvard Law School 
International Program in Taxation. Little, 
srown and Company, 34 Beacon Street, 


Boston 6, Massachusetts. 1957. 373 pages. $10. 


Taxation in the United Kingdom. Harvard 
Law School International Program in Taxa- 
tion. Little) Brown and Company, 34 Beacon 
Street, Boston 6, Massachusetts. 1957. 534 
pages. $15. 

Several years ago the Harvard Law 
School International Program in Taxation, 
with the assistance and advice of the United 
Nations Secretariat, engaged in a bold effort 
to prepare a series of detailed reports on 
the tax systems of some 30 countries, in- 
cluding the United States. The objective 
of the United Nations, as expressed in a 
resolution of the Economic and Social Coun- 
cil in August, 1951, was the eventual publi- 
cation of a world tax service to provide a 
source of information on national tax laws 
and administration, which would be kept 
current by the issuance of periodical sup- 
plements. 

The project was brought to the attention 
of, and received substantial encouragement 
from, corporate tax executives in the United 
States and it received the financial support 
of 66 United States corporations. In the 
course of the development of the project, 
the idea of a uniform pattern of preparation 
of the reports evolved for the purpose of 
making them a useful tool in advising cor- 
porate management on problems involving 
foreign taxation. It was thought that while 
such a uniform approach would make the 
problem of preparing the reports consider- 
ably more difficult, it would introduce into 
the project a framework and an element of 
discipline which should finally result in an 
improved end product. 

Thus burdened with the specifications laid 
down by the United Nations, the practical 
objectives sought by its advisers from the 
ranks of private enterprise and the necessity 


Books 


of complying with the academic standards 
of Harvard University, the project was 
launched. After several years of toil and 
sweat by the staff assembled at Harvard 
and tax specialists in foreign countries, the 
volumes on taxation in Brazil and the 
United Kingdom have now been published 
and it is expected that the reports on 
Australia, Colombia, France, Germany, India, 
Mexico, Sweden, Turkey and Venezuela 
will be forthcoming by the close of 1958. 

The value of these books will be deter- 
mined only over a period of years as a 
result of actual use by practical men for 
practical purposes. Nevertheless, it does 
not seem premature to venture the predic- 
tion that they will be found to constitute 
the most reliable body of knowledge avail- 
able in the United States on foreign tax 
systems and that they may, in some cases 
at least, provide a more concise and useful 
compendium of tax information than is 
available in the foreign countries, the tax 
systems of which are described in the reports. 

In certain foreign countries, scholars and 
other persons who are learned in the tax 
law have greater influence in the determi- 
nation of the form and content of new fiscal 
legislation than in the United States. It 
seems reasonable to believe that with the 
publication of additional volumes of the 
series to furnish a basis for comparison, 
such students of taxation will find ample 
material with which to initiate necessary 
tax reforms and alleviate inequities in the 
tax structures of their own countries. 

The reviewer has had a number of occa- 
sions, in the brief time since the volume 
was received, to look up questions dealing 
with Brazil. Answers to the questions were 
readily found with the aid of the excellent 
index and table of contents. Correspond- 
ence with foreign tax counsel was also 
facilitated by the table of statutes and regu- 
lations and the footnotes, which contain a 
wealth of information. 

A unique feature of the series is the 
attempt to employ a standard terminology, 
in so far as it is practical, where a variety 
of words is in use from country to country 
to describe identical concepts. For example, 
the terms “exclusion,” “exemption,” “deduc- 
tion” and “allowance” are defined so as to 
be mutually exclusive, and each of these 
terms is to be used in the series to connote 
a particular step in the process of deter- 
mining “taxable income,” regardless of the 
local terminology actually employed. 

It may reasonably be assumed that in due 
course the remaining volumes of the series 
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will be published and that they will maintain 
the high standard of excellence set by the 
first two volumes. No announcement has 
yet been made of arrangements for the 
regular issuance of supplements, although 
a special supplement to the United Kingdom 
volume based on the 1957 budget message 
has been issued and certain other special 
supplements may be issued from time to 
time. There is obviously a serious question 
as to whether this important undertaking 
will be kept reasonably up to date and 
remain of current value as contemplated in 
the 1951 resolution of the Economic and 
Social Council of the United Nations, or 
whether it will rapidly be allowed to become 
obsolete. In view of the substantial invest- 
ment of money and labor which has already 
been made by so many persons in all parts 
of the world, it is to be hoped that ways 
and means will be found to provide a per- 
manent basis for the publication of current 
changes of major importance in the foreign 
tax systems covered by these reports. 


RicHArD C. MUNSCHE 
New York City 


The Case for Surtax Cuts 


Are High Surtax Rates Worthwhile? 
Project Note No. 41. Tax Foundation, Inc., 
30 Rockefeller Plaza, New York 20, New 
York. 1957. 40 pages. 


“Emphatically, no!” is the Tax Founda- 
tion’s answer to its title question, “Are 
high surtax rates worthwhile?” The pres- 
ent study is particularly concerned with 
the effect of the progressive tax rate on 
“high” incomes, those of more than $100,000 
per year. On the basis of the data it has 
collected, and which it presents and dis- 
fully, the foundation’s case for a 
reduction in the top rates goes, in its own 
words, as follows: 


’ 


cusses 


These rates should be reduced because: 


“(1) they provide little revenue, and the 
history of rate changes suggests that a 
reduction from present levels is more likely 
to increase revenue than to reduce it; 

“(2) they result in substantial inequities 
because different forms of income are, in 
effect, taxed at widely different rates; and at 
existing levels the top rates induce efforts 
to obtain income in non-taxable forms or in 
forms that are subject to lower rates; 

“(3) they have, in combination with in- 
flation, produced an absolute fall in real 
income for the highest income groups which 
has probably exceeded the demands of the 
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‘levelers’ of past decades, and which goes 
beyond any justification on the basis of 
‘ability to pay’; 

“(4) they have serious distorting effects 
on economic activity—on the incentives of 
individuals to move into new positions, on 
the flow of financial funds, and on the 
directions of capital investment; 

“(5) in the long-run, they have probably 
had adverse effects on the growth of the 
economy through their impact on savings 
and investment capacity in high bracket in- 
comes, although the statistical evidence in 
this area has been obscured by the effects 
of inflation.” 


Granting the difficulty of making an his- 
torical study of income reported on tax 
returns (due to the changes in the definition 
of income under various revenue acts from 
1916 on) and the difficulty of isolating the 
particular factor of high surtax rates in 
order to study its effect on “high” incomes, 
the Tax Foundation firmly marshals the 
evidence supporting the conclusion that one 
of the most important reforms needed in 
the individual income tax is a reduction of 
the highest marginal rates. 


How Much? For What? 

Fiscal Facts for ’57. Tax Foundation, Inc., 
30 Rockefeller Plaza, New York 20, New 
York. 1957. 24 pages. 

“To aid in the development of more effi- 


cient government at less cost to the tax- 
payer” and to serve “as national information 
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agency for organized taxpayer research 
groups throughout the country” are among 
the Tax Foundation’s announced purposes. 
This booklet is offered with the statement 
that it “contains essential background needed 


to understand Federal financial. problems.” 

Fiscal Facts for ’57 focuses on the great 
majority of taxpayers, those in the 20-per- 
cent bracket. Tables showing the increase 
in federal expenditures, from the 1954 budget 
through that proposed for fiscal 1958 are 
presented in the first half of the booklet; 
the second half uses tables to demonstrate 
how the tax burden falls on various income 
brackets and what the effect of increased 
spending without debt reduction is upon 
“real” income. Because these tables carry 
the main message of the booklet and in 
order to show what information is available, 
a list of them follows: federal budget re- 
ceipts and expenditures; national security 
expenditures, by program; federal domestic 
spending programs, direct and aid to state 
and local governments; federal aid to state 
and local governments; the nation’s product 
and the nation’s tax bill; estimated burden 
of federal tax receipts, by state; federal tax 
receipts, by source; average tax burden on 
spending units at selected income levels; 
taxable income and yields from basic and 
progressive rates of federal individual in- 
come tax; federal deficit and the public 
debt; cost of living and purchasing power 
of the dollar; and 1957 equivalents of 1947 
incomes. 

As the text discusses the main cate- 
gories of the budget it bears out the state- 
ment that “the proposed expenditure increase 
is distributed broadly and is composed for 
the most part of many small increases.” 

A brief account is given of the over-all 
cuts recommended by various lawmakers. 
Similarly brief notice is given to the prob- 
lem of Congressional control of the appro- 
priations process by noting proposals made 
by certain legislators to solve the “carry- 
over” problem, to provide Congress with 
sufficient professional staff to analyze the 
budget and to create a_ single-package 
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busses. In 1956 the total taxes on passen- 
ger cars, motor trucks and busses amounted 
to about $7.6 billion, according to the auto- 
mobile manufacturers publication. 

The average state-imposed tax per truck 
(consisting of registration fees, motor fuel 
taxes, road-user taxes, and property taxes) 


Books 


“appropriations expenditure” control bill to 
consolidate all appropriations bills. 


Growing Pains: Possible Cure 


The Urban Fringe Problem: Solutions 
Under Michigan Law. Ralph T. Jans. Mich- 
igan Pamphlets No. 26. Bureau of Govern- 
ment, Institute of Public Administration, 
University of Michigan, Ann Arbor, Mich- 
igan. 1957. 57 pages. $1.50. 

“Growing pains” is a now-familiar ailment 
to many urban-area governments. The 
exodus to the suburbs has created the “urban 
fringe,” a term which includes both incor- 
porated and unincorporated communities of 
heavy population density which (1) are in the 
vicinity but outside the legal boundaries 
of a central city or village and (2) are 
directly dependent on that central munici- 
pality in an economic sense. The urban 
fringe problem has become an acute one 
to many areas faced with serious situations 
regarding water supply, sewage disposal, 
garbage and rubbish disposal, drainage, 
streets, traffic control and similar services. 
These problems cut across governmental 
boundary lines and apparently cannot be 
solved by individual governments 
alone. 


acting 


This study does not pretend that the cure 
is simple, but it examine six types 
of possible solutions which can be effected 
under Michigan law: the charter township, 
the incorporation of cities, the incorpora- 
tion of villages, annexation, metropolitan 
districts and intergovernmental cooperation. 


does 


Among other aspects of each “solution,” 
the tax picture under each is considered. 
The tax revenue potentials and limitations 
inherent in each and the Michigan statutory 
provisions concerning the levying of taxes 
are clearly presented, with the advantages 
and disadvantages discussed frankly and 
tersely. 

The pamphlets may be purchased from 
the University of Michigan Publications 
Distribution Service, 412 Maynard Street, 
Ann Arbor, Michigan. 
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varies with size and use from 1.16 times the 
average passenger car tax to 55.4 times the 
car tax. The average state fee for a light- 
weight passenger car is $61.57. For a five- 
axle combination, operated by a 
contract carrier, average 
$2,813.73. 


diesel 


the state fee is 
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Atate Tax 


In this department are reported news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 


ation. 


The department's scope includes the following types of taxes: 


income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 


motor-vehicle registration fees. 


Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Preference, Preference, Who's Got 
the Preference? (in State Taxation 
of the Income of Nonresidents) 


When a man lives in one state and works 
in another, and both states levy an income 
tax on his earnings, it is the state in which 
he is employed that should be entitled to 
preference in the operation of the credit 
provision—that is, the state in which he 


works should tax the income he receives 
for this work and the state in which he 
resides should credit him, on the amount 


of income taxes due it, with the amount of 
taxes paid to the state of employment. So 
maintained John Dane, Jr., Massachusetts 
Commissioner of Corporations and Taxa- 
tion, in a speech on June 3 before the 
twenthy-fifth annual meeting of the National 
Association of Tax Administrators at Poland 
Spring, Maine. 

Five reasons were given by Dane for 
granting credit preference to the state of 
employment: (1) political expediency, (2) 
administrative ease, (3) theoretical tax jus- 
tice as between states, (4) greatest likelihood 
of eliminating substantial double taxation 
and (5) fiscal self-preservation. 


Dane described the situation where both 
the state of residence and the state of em- 
ployment tax an individual’s income as one 
of double taxation. He stated that to pre- 
vent the uneconomic conflict of such a situ- 
ation, two techniques have been devised. 
“The state of the taxpayer’s residence may 
see fit to grant him a credit against its tax 
for some part or all of the tax which he 
pays to the foreign state where income is 
earned, Or, on the other hand, the state 
where the taxpayer works may give him a 
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credit for some part or all of the tax which 
he pays on the same income to the state of 
his residence. Such a credit is usually ex- 
tended only to residents of states which 
either extend a reciprocal credit to resi- 
dents of the taxing state or do not tax 
income earned within their borders by non- 
residents.” 


A number of states, Dane said, have 
adopted both rules simultaneously. He de- 
scribed the dilemma which arises when 
the taxpayer lives in such a double-credit 
state and works in a state which allows a 
credit to nonresidents. He “could, in the 
absence of specific provisions on the sub- 
ject, be placed in the awkward dilemma of 
not knowing which tax to pay and which to 
credit.” An example of specific provisions 
to solve this dilemma are provided by Cali- 
fornia and New York (both double-credit 
states) which allow residents a credit for 
taxes paid on income earned in a foreign 
state only if the foreign state is a state 
which does not allow a credit to nonresidents. 

The theory of granting preference to the 
state of employment in the operation of the 
credit provision, which Dane espouses, is in 
operation in his home state, Massachusetts. 
When Massachusetts enacted its tax on the 
income of nonresidents, it simultaneously 
adopted a provision permitting her residents 
to credit taxes on earned income paid to 
other states against their Massachusetts tax 
liability. The state, however, grants no 
credits on the income tax due it from 
nonresidents. 


The opposite theory of granting prefer- 
ence to the state of residence in the opera- 
tion of the credit provision was originally 
espoused by Vermont, said Dane. “When a 
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non-resident of Vermont becomes liable to 
his state of residence for a tax on income 
earned in Vermont, he is entitled to credit 
against his Vermont tax such proportion of 
his home state tax as his income subject to 
tax in Vermont bears to the total income 
taxable in his home state. Vermont, how- 
ever, not extend this favor to non- 
residents without expecting some price in 
return. It grants the credit only to residents 
of those states which either grant similar 
credits to Vermont residents working within 
their borders or impose a tax on 
income earned by their residents in Ver- 
mont and exempt from tax any income 
locally earned by Vermonters.” 


does 


It wasn’t until this year that Vermont 
did anything to protect its residents from 
double taxation. Legislation effective June 1 
provides that a resident earning money sub- 
ject to income taxation in another state may 
credit the taxes paid the state of employ- 
ment against the tax due Vermont. While 
this provision protects the Vermont resident 
working in Massachusetts from double taxa- 
tion, it throws the Vermont resident working 
in New York into the dilemma of determin- 
ing to which state he should pay his tax, 
since New York also grants a reciprocal 
nonresident exemption. 

Dane’s listing of his five reasons for 
granting credit preference to the state of 
employment and his supporting arguments 
are as follows: 


“First, and unquestionably least important 
to a group of unselfish seekers after tax 
truth such as the National Association of 
Tax Administrators, is the question—what 
is the most politically expedient solution to 
the problem? This question almost answers 
itself. Clearly, residents vote and non-resi- 
dents don’t, so that it is much easier to 
enact a law which protects your residents 
as compared with one which leaves your 
residents to the tender mercies of a foreign 
state and protects non-residents. 


“Second, which rule is easier to administer ? 
Here again the choice would seem to lie 
with the Massachusetts rule granting a credit 
to residents. For thing, this rule is 
completely self-sufficient. It does not re- 
quire any analysis of the rules of any other 
state to determine whether or not such state 
grants appropriate reciprocal privileges. It 
eliminates the complex rules which [| dis- 
cussed earlier which are required when a 
state such as California adopts the double 
credit rule and must save taxpayers from 
the dilemma of not knowing what tax to 


one 
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pay and what tax to credit. Further, under 
the Massachusetts rule a taxpayer never 
gets into the quandary of not knowing what 
tax to pay and what tax to credit which 
would seem to be the present unhappy fate 
of a Vermonter working in New York. 


“From the point of view of ease of in- 
quiring into the propriety of the method 
used by a taxpayer in computing a credit, 
it would seem more practical for a state tax 
department to deal with returns of its resi- 
dents than with those of non-residents. In 
a considerable number of cases, the resident 
will have other income, such as interest, 
dividends, etc. as well as salaries and wages 
earned out of that there will be 
other reasons to audit his return in addition 


state, so 


to verifying the correctness of the credit 
computation. Under the Vermont rule, the 
only income a non-resident would show on 
his Vermont return would be his earnings 
in that state so that any audit procedure 
would be for the sole purpose of verifying 
the amount of salary or wages reported and 
of checking the 
claimed. 


correctness of the credit 


“Third, and now we are coming to the 
more important facets of our problem—the 
question of theoretical tax justice as_ be- 
tween states. As we have seen, the Massa- 
chusetts rule tips the balance in favor of 
the state where the income is earned, the 
original Vermont rule, in favor of the state 
where the income earner resides. Categorical 
answers are difficult in this area. Who can 
say whether the state which provides the 
employment opportunity has a greater claim 
for the tax on the wage earner’s income 
than the state where he lives. Clearly he 
owes a debt to both and abstract justice 
might well dictate that the tax should be 
allocated between the two. On the other 
hand, the income tax is usually the only 
practical way in which the state where a 
taxpayer works can effectively ensure that 
it gets paid for the benefits it gives. True, 
a retail sales tax may be imposed on his 
lunch, if he does not bring his own lunch 
box. But for all practical purposes, if New 
York, for instance, does not extract an in- 
come tax without allowing any credit, from 
New Jersey and Connecticut residents who 
work within its borders, it runs a very seri- 
ous risk of offering many benefits without 
hope of any return. The state of the tax- 
payer’s residence has, however, more than 
one string to its bow. It can impose a tax 
on the income which its residents receive 
from intangibles and it or its political sub- 
divisions can impose real property taxes on 
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their homes. So, on the score of theoretical 
justification for imposing a tax burden, the 
Massachusetts rule 


and allows a credit to residents working in 


which taxes non-residents 
a foreign state would seem to hold a slight, 
but recognizable, edge. 


“Fourth, tested by the criterion of which 
rule is most likely to eliminate substantial 
double taxation, the Massachusetts resident- 
favoring rule would seem to be preferable. 
As Mr. Tully says at page 87 of his study 
to which I have referred earlier [special 
report of the New York State Tax Com- 
mission on “The Tax Credit’’]: 


“*The number of which 
adopted the residence credit principle bears 


states have 
out the conclusion reached from Federal ex 
perience, namely that reciprocally crediting 
foreigners’ foreign taxes is often too weak 
an inducement to persuade other states to 
act in such bring about the 
elimination of double taxation. In the case 
of the states as well as the Federal govern- 
ment, it appears from experience that the 
only certain way to protect resident tax- 
payers from the burdens of double taxation 
offer them a credit un- 
conditionally.’ 


Way as to 


one sided 


is to 


Massachusetts rule is 
encourage residents of 
and work in 
another state since the taxpayer is always 
protected by the state of his residence from 
double taxation. A resident of Vermont, on 
the other hand, can safely work only in 
states following the Vermont rule. 


“Furthermore, the 
more likely to 
State to 


one 


cross its boundaries 


“Fifth, and finally, fiscal self-preservation 
would seem to require states to follow the 
Massachusetts rule, regardless of theoretical 
considerations. 


“It is interesting to note that both New 
York and Vermont which originally allowed 
a credit only to non-residents have now 
shifted to the double credit rule. What the 
reasons for this shift were I do not know 
but I suspect the imposition of the Massa- 
chusetts non-resident tax had something to 
do with it. In any event, New York would 
have probably been forced to shift if New 
Jersey and Connecticut had enacted income 
Under the non-resident credit rule, 
New York was successful in extracting an 
income tax from the many residents of New 
Jersey and Connecticut working in the Man- 
hattan area. Neither of these states impose 


taxes. 


an income tax so their residents were re- 
quired to pay a tax to New York with no 
offsetting credit. If both Connecticut and 
New Jersey ever enacted income taxes and 
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followed the non-resident credit rule, New 
York would have been deprived of all the 
revenue it now derives from the thousands 
of non-residents from these two states work 


ing in New York. 


“To put the matter another way, the 
non-resident credit is not a practical solu- 
tion to the double taxation problem. Ii 
many of the residents of a particular state 
work in states following the Massachusetts 
rule, the non-resident credit gives them no 
protection. On the other hand, if many 
non-residents work in the particular state, 
and their home state has a reciprocal non 
resident credit, the state where such non 
residents work cannot tax them. 

“In essence, therefore, the reliance on a 
non-resident credit puts a state tax too 
much at the mercy of what other states 
may do. The double credit is a complicated 
and only a partial solution to a problem 
which can best be solved by uniform adop- 
tion of a credit for residents only.” 


Atlantic States 


Income taxes.—New York legislators were 
called back into special session on June 10. 
Included in the governor's call is the con 
sideration of a limitation on disability bene- 
fit payments which may be deducted from 
personal gross income. 

Vermont makes a change in the due date 
for filing personal income tax returns from 
March 15 to April 15 of each year. The 
returns are required to estimate annual in- 
come from which no state withholding is 
expected to be made if the annual income 
is expected to be in excess of $100 plus 
exemptions. Tax returns must be accom- 
panied by a payment of not less than 25 
per cent of the tax due. Specific dates are 
established for the payment of succeeding 
installments. Taxpayers operating on a fiscal 
year basis will make similar returns and 
tax payments by the fifteenth day of the 
fourth month after the beginning of the 
fiscal year, H. B. 276, approved April 30. 

Business and occupation taxes. — New 
York will no longer pay interest on any 
refunds of general business and financial 
taxes, Chapter 770, approved April 20. 

The Rhode Island business corporation 
tax was continued at 5 per cent for the 
year beginning June 1, H. B. 1171, approved 
May l. 

Excise taxes.— Massachusetts 


licensees, beginning July 1, will 
instead of ten, days after notice 


cigarette 
have 20, 
within 
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return and will 
have two years from the date of any over 
payment within which to apply for an abate- 
ment or refund. The will 


which to file a corrected 


commissioner 


have up to three years after the due date 


of the return to assess double tax in case of 


) 


delinquency, S. B. 552, approved May 15 


Similar provisions as to applications for 


refund of the excise tax on 
meals are made by S. B. 551, approved May 
14, and as to the and 
or refund of liquor taxes by S. B. 

»» approved May 15. 


abatement or 


assessment abate- 


Vermont’s cigarette tax will be increased 
to five cents per pack, H. B. 371, effective 
July 1, 1957. 


Gasoline taxes.—Refunds of Connecticut 
taxes paid on fuels purchased for nonhigh- 
may now be claimed up to six 
months, instead of 90 days, after purchase, 


P. A. 170, approved May 1. 


Maine stretched out its time for gasoline 
tax refunds from nine to 12 months 
the date of purchase, H. B. 913, approved 
April 26. 

New Hampshire will allow gasoline dealers 
a l per evaporation refund payable 
on applications made -semiannually within 
9) days after June 30 and December 31, 
S. B. 1, approved May 14. 


Way use 


trom 


cent 


Insurance company taxes.—Connecticut 
reduces the 1 per cent tax on annuity con- 
siderations of domestic insurance companies 
to 0.75 per cent in 1958, 0.5 per cent in 1959, 
0.25 per cent in 1960, and no tax thereafter, 
P. A. 115, passed over veto April 24. Also 
reduced is the 2.5 per cent tax on interest 
and dividends of domestic insurance com- 
panies. ‘The rate drops to 2 per cent in 
1958, 1.5 per cent in 1959, 1.25 per cent in 
1960, 1 per cent in 1961, 0.75 per cent in 1962, 
0.5 per cent in 1963, 0.25 per cent in 1964, 
and no tax thereafter, P. A. 116, 
over veto April 24. 


passed 


License taxes.—Horse-race licensees in 
New Hampshire will pay $300 instead of 
$250 to the city or town for each day of 
racing, H. B. 50, approved May 16. 

Vermont increases its tax on outdoor 
advertising signs, effective July 1. The an- 
nual fee will be four cents per square foot, 
instead of 2.5 cents, and the minimum fee 
for each separate display is increased from 
$1 to $2, H. B. 88, approved May 15. 


Motor vehicle taxes.—Connecticut ex- 
empts from registration requirements motor 
vehicles of cooperative marketing 
rations used exclusively for transporting 


corpo- 
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agricultural commodities, S. B. 461, ap- 
proved May 17. Also exempt from registra 
tion requirements are trailer vehicles used 
as parade floats, S. B. 800, approved May 13 


Maine 


operators ot 


registration fees for owners and 


interstate busses will be pro 
the mileage traveled 


B. 984, approved May 16. 


rated on the basis of 


im the State, H 


1957, motor vehicles 
cannot be registered in Rhode Island unless 
all fire district 

been paid, S. B. 


Beginning October 1, 
taxes on the vehicles have 


411, approved May 5 


Vermont has fixed the annual registration 
fee for local transit city busses for 1957 and 
1958 at $30; overpayments made since April 
1, 1957, will be refunded on 
H. B. 240, approved April 25. 
changed the annual registration 
fee for farm trucks from over 16,000 to 
20,000 pounds in weight to $40, H. B. 30, 
effective April 18, 1957. The special regis- 
tration fee in the state for fork-lift trucks 
is set at $50, and for a truck carrying a 
permanently mounted water-well drilling ma 
chine, $85, H. B. 181, approved April 24. 


application, 
The state 
has also 


Property taxes.—Connecticut extends the 
household-furniture exemption to furniture 
held in storage, S. B. 593, approved May 2 


Maine provides that the forbidding of the 
conveyance of property to veterans for tax 
exemption purposes does not apply to a 
conveyance between husband and wife, H. B 
April 17. A 
or child will have to apply for a property 
tax exemption by April 1 if the veteran 
died during the preceding 12-month period, 
H. B. 885, approved May 3. The Maine 
forestry district tax for organized munici- 
palities is changed to 4.75 mills multiplied 
by a fraction whose numerator is the previous 
year’s assessed value of the land taxable 
by the community, including dams and 
power houses but not including any other 
structure or building, and whose denomina- 
tor is the total previous year’s assessed 
value of all property taxable by the munici- 
pality, H. B. 821, approved May 16. 


97, approved veteran's widow 


The Maryland Tax Commission will adopt 
rules and regulations establishing criteria for 
determining whether lands subject to prop- 
erty tax assessment are devoted to farm use. 
Included in the criteria are the zoning ap- 
plicable to the land, use and productivity of 
the land and the ratio of agricultural use 
as against other uses of the land, Chapter 
680, approved April 10. 

New York will exempt property leased by 
an exempt corporation to an exempt educa- 
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tional organization, A. B. 2626, approved 


April 22. 


Fourth to eighth class counties in Penn- 
sylvania, assessing real estate for the first 
time under the permanent system of records, 
are required to reduce the tax rate for the 
first year, if necessary, to the equivalent of 


110 per cent of the preceding year’s rate in 
the case of a school district and to 105 per 
cent in other districts. Amounts to be levied 
on new construction or on improvements 
to houses need not be considered in de- 
termining the total taxes for the first year, 
S. B. 35, approved May 17. 

Vermont Civil and Spanish-American War 
veterans are allowed an exemption for their 
homes, instead of a $1,000 real and personal 
property tax exemption, S. B. 95, effective 
April 1, 1957. 


Sales and gross receipts taxes.—Exemp- 
tions are granted in Connecticut to sales 
and use of rope, fishing nets, tools and fuel 
used directly in the fishing industry, Public 
Act 195, approved May 9. 


nonresidents of marine vessels 
registered outside the state are ex- 
empted from the Maine tax, H. B. 
1050, approved April 26. 


Sales to 
to be 
sales 


Poultry feed distributors in New Jersey 
will pay a tax of one cent per 100 pounds 
of feed sold, delivered or used in the state, 
Chapter 47, approved May 17. 

Numerous amendments to the Pennsyl- 
vania and use tax have been made. 
Coal sales or use are exempt; property pur- 
chased at least six months before its first 
taxable use in the state can be taxed, at the 
taxpayers election, at the prevailing market 
price for similar property at the time of its 
first taxable use; subject to a taxpayer’s 
demonstration of inapplicablility, establish- 
ment of effective rates by business classifica- 
tion based on the ratio between the tax 
required to be collected and taxable sales 
is authorized; and precollection of the tax 
from purchasers for resale may be required 
of vendors if the purchases are $1,000 or less 
per year, with a 3 per cent penalty for 
underpayment of the tax, H. B. 1040, ap- 
proved May 9. 


sales 


Rhode Island will have a 3 per cent sales 
tax for the year beginning June 1, 1957, 
H. B. 1171, approved May 1. 


Wagering taxes.—Maryland’s annual tax 
on trotting and pacing races will be 3.5 per 
cent of all money wagered up to $3 million 
and 7 per cent of money wagered above 
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that amount, instead of 2 per cent of 
sums wagered up to $2 million and 5 per 
cent for that above, Chapter 847, approved 
April 17. 

In New Hampshire, instead of the present 
5 per cent rate, the levy will vary with the 
type of race: 7 per cent for running horse 
meets and from 5.5 per cent on amounts up 
to $400,000 to 9.5 per cent on amounts over 
$650,000 for harness races, H. B. 50, ap- 
proved May 16. 

The Rhode Island 7 per cent parimutuel 
tax is continued for the year beginning 


June 1, 1957, H. B. 1171, approved May 1. 


Tax administration.—New Hampshire Tax 
Commission duties are extended to include 
the equalization of property taxes in unin- 
corporated places, as well as in cities and 
towns, and the adjustment in value of prop- 
erty from which the towns, cities and unin- 
corporated places receive taxes, Chapter 102, 
approved May 2. 


Lake States 


Income taxes.—A series of new Minne- 
sota laws generally adopt some of the pro- 
visions of the 1954 federal Code. Adoptions 
include Section 72, relating to annuities 
and to endowment and life insurance con- 
tracts; Section 101, providing certain death 
benefits, particularly for employees; Section 
105, wage continuation plans or sick pay; 
and Section 108, discharge of indebtedness, 
Chapter 889, effective January 1, 1957. Also 
adopted are Sections 301-382, relating to 
corporate distributions and adjustments, Chap- 
ter 621, effective January 1, 1957; Section 
691, relating to recipients of income in re- 
spect of decedents, Chapter 761, effective 
January 1, 1957; Section 1233(a)(c), relat- 
ing to capital gains and losses from short 
sales, Chapter 851, effective January 1, 1957; 
Sections 671-675, relating to trust income, 
deductions and credits attributable to grantors 
and others as substantial owners, Chapter 
846, effective January 1, 1957; and Sections 
677, 678 and 682, relating to the reservation 
of income by the grantor, Chapter 760, effec- 
tive January 1, 1957. Minnesota law relating 
to the computation of net income of estates, 
trusts and beneficiaries has been changed 
‘wv adding a provision for disallowance of 
unlimited charitable contributions credit, cor- 
responding to Section 681(b)(1), (2) and 
(3) of the federal Code; a provision for 
carry-over of net operating or other loss of 
an estate or trust to the beneficiaries, cor- 
responding to Section 642(h), as well as 
the provisions found in Sections 643-668, 
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hapter 932, effective January 1, 1957. The 
state has also updated its exemption for in- 
come of federally qualified retirement trusts 
by adopting the language and cross refer- 
ences of the 1954 Code, Chapter 766, effective 
April 28, 1957. 


Where the net income of a Minnesota tax- 
payer, as reported to the United States 
Treasury is changed or corrected by the 
Commissioner, or where a change results 
from the renegotiation of a federal contract 
or subcontract, the changed or corrected 
income must be reported within 90 days 
after the final and 
amended returns are filed with the Treasury, 
the taxpa; er must file a copy with the state 
commissioner of taxation, Chapter 767, effec- 
tive January 1, 1957. 


determination; where 


Continuing the lists of changes made in 
the Minnesota laws relating to income taxa- 
tion, the terms “short-term capital gain,” 
“long-term capital gain” and “net capital 
gain” have been redefined, Chapter 769, 
effective January 1, 1957. Conditions under 
which a taxpayer may elect to utilize the 
installment method of reporting income from 
the sale of intangible personal property are 
set forth, Chapter 772, effective January 1, 
1957. Changes are made in the provisions 
relating to alimony payments, Chapter 847, 
effective April 30, 1957. Where taxes are 


overpaid, the period for filing refund claims 
or for refunding, where no claim is filed, 
shall be the period within which the com- 
missioner and the taxpayer have consented 


to an extension for the assessment of the 
tax and six months thereafter, Chapter 771, 
effective April 28, 1957. An exclusion from 
gross income is granted interest paid on 
bonds issued by the teachers college board, 
Chapter 603, effective April 25, 1957. 

In a one-day special session, the Minne- 
sota legislature extended for another two 
years the 5 per cent surtax on individuals 
(after deduction of credits, instead of be- 
fore) and the 1 per cent added tax on corpo- 
rate income; it also permitted a new net 
operating loss carryback for two years and 
carryforward for five years, but with no 
carryback to a year prior to 1957, and made 
all income of nonresidents earned in Minne- 
sota subject to tax, Chapter 1, approved 
May 2. 

A new Wisconsin law provides that no 
gain or loss will be recognized if common 
or preferred stock of a corporation is ex- 
changed for common or preferred stock, 
respectively, in the same corporation, Chap- 
ter 144, approved May 31. 
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Excise taxes.—Minnesota has extended 
the 15 per cent tax on tobacco products 
and the 10 per cent surtax on liquor and 
beer for an additional two years, Chapter 


1, First Special Session, approved May 2. 


Motor vehicle taxes.—Trucks weighing 
over 27,000 pounds will be subjected to 
higher taxes in Minnesota. Rates will be 
graduated from $205 for a gross weight of 
27,001 to 29,000 pounds to $1,038.50 for a 
weight of 73,001 to 75,000 pounds. 
weight in excess of 75,000 pounds 
will be taxed $989 plus $34.50 for each addi- 
tional ton or fraction thereof; however, the 
only depreciation allowance for such trucks 
will be 30 per cent for the seventh and 
succeeding years. Where trucks are used 
to haul livestock or unprocessed farm 
products, the tax is reduced 10 per cent 
if at least 60 per cent of the gross receipts 
are derived from such use, Chapter 923, 
effective October 1, 1957 for the year 1958. 


gross 


( 1rOSss 


Property taxes.—The period during which 
property tax returns must be made in Ohio 
has been extended one month to encompass 
the period from February 15 to April 30; 
for a taxpayer commences business 
after January 1, the return is due within 
90 days after the business is commenced; 
where a county auditor refuses to allow a 
taxpayer an extension of time, the taxpayer 
may file his return by June 30 if he pays 
half of his tax by April 30; taxable per- 
sonal property and credits used in business 
must be listed 
on the last day of 


who 


as of the close of business 
December, H. B. 311, 


approved May 16. 


A new “free port” law in Minnesota ex- 
empts the following property 
warehoused under consignment to a person 
outside the state: merchandise, other than 
minerals and liquid petroleum products, in 
transit from a nonresident owner; dairy, 
poultry, vegetable and meat products, other 
than grain, produced or processed in Minne- 
sota; and merchandise, other 
than minerals, manufactured or processed 
in Minnesota. The warehouse operator’s 
statement and the owner’s documentary 


classes of 


goods and 


proof are required, Chapter 820, effective 
loan is not 
considered as owned by the 
f has 
under the federal and state income tax laws, 
state has j 


April 27, 1957. Grain stored on a farm 
under a federal price-support 

farmer and 

subject to assessment if the farmer 
declared the amount of the loan as income 
Chapter 866, effective April 30, 1957. The 
increased the sums of money to 
be raised by taxation by various classes of 
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counties by approximately $30,000 in each 
case, Chapter 436, effective April 14, 1957. 
State lands leased for the cultivation and 
harvesting of stagnant swamp trees are 
exempt during the term of the lease, Chap- 
ter 396, effective April 13, 1957. A hike 
from six cents to ten cents per acre is made 
in the tax on auxiliary forests, Chapter 
694, effective April 27, 1957. A new tree- 
growth tax law is enacted with (1) lands 
growing commercial forest type taxed at 
30 per cent of the value of the estimated 
average annual growth; (2) temporarily non- 
productive forest type taxed at five cents 
per acre if the owner carries out his agree- 
ment for reforestation and 15 cents per acre 
otherwise; and (3) permanently 
ductive lands taxed at five cents per acre. 
For each acre where 500 trees of commercial 


nonpro- 


species are planted, owners will receive a 
50-cent credit per acre against taxes on 
other lands within the same governmental 
subdivision, Chapter 639, effective April 25, 
1957. The maximum basic levy for general 
and special purposes in cities and villages 
is raised from $50 to $54 per capita, Chapter 
710, effective April 27, 1957. 

Wisconsin cities, towns or villages may 
change the due date for the first instaliment 
of real estate taxes from January 31 to 
February 28, Chapter 61, effective May 9, 
1957. 

Severance taxes.—The Minnesota credit 
for labor mining miscellaneous 
low-grade ore not subject to statutory pro- 
changed to 10 per cent of the 
amount by which the average cost per ton 


costs fe Tr 
visions is 


of labor exceeds 90 cents, but does not ex- 
ceed $1.05, multiplied by the number of 
tons of ore produced not exceeding 100,000 
tons, but this 100,000 tons or less shall first 
be reduced by any tonnage described in the 
statutes, Chapter 856, effective April 30, 1957. 

Utilities taxes.—The assessment for the 
maintenance of public utilities is made 
permanent in Ohio, and the amount of the 
assessment to be apportioned among the 
utilities is raised from $600,000 to $725,000 
for each calendar year, H. B. 805, approved 
May 24. 

Tax administration.—Minnesota provides 
that any member of the board of tax appeals 
may extend for an additional 30 days the 
date for filing the return relating to ap- 
peals, Chapter 770, effective April 28, 1957. 


Midwestern States 


Income taxes.—For 
purposes the “Internal 
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1954” is defined as the Code as amended 
to and including December 31, 1956, S. B. 
7, effective July 4, 1957. Corporate net 
income is to be determined by adding the 
lowa income tax to the federal taxable 
income; “taxable income” for estates and 
trusts means the taxable income (without 
a deduction for personal exemption) as 
computed for federal income tax purposes, 
with certain adjustments, plus the Iowa 
income tax deducted and minus federal in- 
come taxes; and an individual permitted to 
file as a corporation under the federal Code 
may not do so for Iowa tax purposes, S. B. 
180, effective January 1, 1957. 

The Missouri stockholder of a national 
banking association may compute his tax 
credit as if the bank were organized under 
the state laws and had paid income tax for 
the preceding taxable period, H. B. 92, 
approved May 19. 
recently 
income 


The Oklahoma Supreme Court 
held that federal and state 
attributable to oil and gas production which 
are paid in the years in which percentage 
depletion is taken are deductible from gross 
income derived from the properties from 
which the percentage depletion is taken in 
computing Oklahoma income tax. (Daube 
v. Oklahoma Tax Commission, 3 stc § 250-412 
(1957).) 


taxes 


Excise taxes—Nebraska’s cigarette tax 
will be boosted from three cents to four 
cents per pack; the tax is specifically placed 
on the consumer and will be deductible 
for federal income tax purposes, L. B. 130, 
approved May 9, effective three months 
after adjournment. 


Franchise taxes and fees.—Domestic and 
foreign corporations renewing their char- 
ters in Iowa for a period of years may pay 
a proportionate part of the fees prescribed 
for newly organized corporations. The ratio 
used in computing the fees shall be the 
relationship which the number of years 


for which the corporation is renewing its 
to the maximum j 
years for which it might be renewed. To 


charter bears number of 
the fee as thus determined an additional 
10 per cent shall be added, H. B. 240, effec- 
tive for the period from July 4, 1947 to 


July 4, 1959. 


Gasoline taxes.—An additional excise tax 
of one cent per gallon is imposed in Okla- 
homa on gasoline and special fuel. The 
gasoline tax will be computed on the basis 
of 97.5 per cent of the net gallonage re- 
ported for taxation, after all allowable de- 
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been 
one 


ductions have made. An additional 
excise tax of cent per gallon is also 
imposed on gasoline and special fuels im- 
ported into the state in the fuel supply 
tanks of vehicles and actually used on the 
highways of the state. These taxes, which 
are effective June 1, 1957, will expire 
December 31, 1957, or earlier, if the gov- 
ernor and the commission that 
adequate funds have been raised for use 
in repairing and replacing bridges and roads 
damaged or destroyed by floods and high 
water, H. B. 828, effective June 1. 


determine 


Inheritance and estate taxes.—Nebraska 
has expanded its classiflcation of immediate 
relatives for inheritance tax purposes to 
include any person to whom the deceased, 
for not less than ten years prior to death, 
stood in the acknowledged relation of par- 
ent; an added qualification is that the 
person have been a member of the house- 
hold of the deceased and had his permanent 
home there for at least five continuous 
years during his minority, L. B. 136, ap- 
proved and effective May 9, 1957. 


License taxes.—Driver’s license 
lowa are raised from $1.50 to $3 and the 
fee for a chauffeur’s license is increased 


from $2 to $4, S. B. 31, effective July 4, 1957 


fees in 


Property taxes.—lowa will tax the flight 
property of air carriers; instate to national 
ratios will be used in determining the 
value; the tax will be due on 
February 1 following the levy; and reports 
containing information required by the tax 
commission for determining the 
flight property must be filed by 
on or before May 1, S. B. 23, 
January 1, 1958. Iowa’s property exemp- 
tion for animals applies to livestock and 
fur-bearing animals under one year of age 
rather than to “domestic” animals under 
one year of age, S. B. 93, effective July 4, 
1957. 


assessable 


value of 
carriers 
effective 


In Nebraska, taxpayers filing a property 
tax business schedule must attach a certi- 
fied statement of the dollar amount of the 
inventory at the end of the fiscal year as 
set out in the taxpayer’s latest federal 
income tax return, L. B. 359, effective three 
calendar months after adjournment. 


Pacific States 


Income taxes.—While federal stamp 
taxes may not be deducted in California as 
taxes, they are deductible as trade or busi- 
ness expenses or expenses for the produc- 
tion of income; nonresident husbands are 
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not allowed the deduction for alimony or 
separate maintenance payments, Chapter 542, 
approved May 31. An exemption is granted 
corporations that are feeders for an organi 
zation exempt from income rather 
than organizations exempt only from the 
bank and corporation tax; federal stamp 
taxes may be deducted as 
ness expenses; an 


taxes, 


trade or busi 
expanded 
controlled corporation” 
porations more than 50 per cent 
directly or indirectly, by one individual, 


Chapter 544, approved May 31. 


definition of 
includes two cor- 


owned, 


allow all interest on in 
debtedness to be deducted for 
income tax purposes; in the 
cated income, however, the interest 


California will 
corporate 
allo 
deduc- 
tible will be that equal to interest income 
subject to allocation plus the amount by 
which the balance of interest 
ceeds interest and dividen¢ 


ject to 


case of 


expense ex- 
income not sub 


allocation, except dividends issued 


by taxpaying corporations; the fee for filing 
articles of incorporation by a foreign corpo- 


ration is raised irom $100 to $350, except 
for foreign nonprofit corporations or those 
organized for educational, religious, 
tific or charitable purposes and not issuing 


scien 


shares, whose fee will be $5, Chapter 543, 
approved May 31. 


Excise taxes.—California wine 
will be allowed credit for the tax on 
purchased from wine growers 
have already paid the tax, if they subse 
quently sell the wine for export and actually 
export it, Chapter 322, approved May 6. 


growers 
wine 


other who 


Inheritance and estate taxes.— Erroneous 
federal estate deductions can be recomputed 
in California upon petition by the taxpayer 
within one year after the final determina- 
tion, or by the controller 
after he has received 
determination; 


within one year 
notice of the final 
where the inheritance 
tax has been adjusted because of federal 
tax, the gift tax credit for pre- 
viously paid inheritance taxes on property of a 
Class A transferee who died within five years 
from the date of death of the 
cedent will not apply, A. B. 1850, approved 
May 21. For California inheritance tax 
purposes, a wife has the same interest in all 
community property, whenever acquired— 
if the property is community because of the 
manner of its acquisition by the spouse— 
that has in community property ac- 
quired since July 29, 1927; an extension 
of the inheritance and gift tax exemptions 
is made to religious, scientific and literary 
organizations, including those encouraging 
art and the prevention of cruelty to chil- 
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dren or animals, where they are nonprofit 
and are not substantially engaged in lobby- 
ing activities, A. B. 1851, approved May 
10. Upon the death of a California resi- 
dent, half of the following property in his 
estate will belong to the surviving spouse 
and the other half will be subject to testa- 
mentary disposition, going, however, also 
to the surviving spouse if no testament 
exists: all real property situated in the 
state in addition to all personal property 
wherever situated, either that acquired by 
the decedent while domiciled elsewhere 
which would have been community property 
had he been domiciled in California at the 
time of its acquisition, or that acquired in 
exchange for real or personal property 
wherever situated and so acquired. At least 
half of this property, except certain re- 
stored property, will be subject to in- 
heritance tax, A. B. 250, approved May 21. 


Motor vehicle taxes.—California hikes 
from $3 to $6 the additional fee for the 
originial registration of motor vehicles pre- 
viously registered outside the state, S. B. 
1174, approved May 8. 


Property taxes—The Los Angeles Su- 
perior Court has held that a contractor 
for the United States who controls and uses 
machinery owned by the’ United States is 
not subject to personal property taxes, since 
the state legislature has granted no author- 
ity to tax possessory interests in personal 
property. (General Dynamics Corporation v. 
County of Los Angeles, 2 CALIFORNIA TAX 
Cases § 200-691 (1957).) 


Filing of loyalty oaths by California 
orphanages entitled to a property tax ex- 
emption will bring about the refunding or 
canceling of taxes, penalties or interest for 
any fiscal year beginning during 1955 or 
1956, S. B. 2596, approved May 14. The 
California Supreme Court recently upheld 
the constitutionality of provisions of the 
state constitution and the revenue and tax- 
ation code that require the filing of a 
nonsubversive declaration with any claim 
for property tax exemption. (Unitarian 
Church of Los Angeles v. City of Los An- 
geles, 2 CALIFoRNIA TAx Cases J 200-684 


(1957).) 


In relation to the California property tax 
on intangibles, notes payable by persons 
or companies holding a broker’s certificate 


under the corporation code to residents 
or to persons doing business in the state 
are deductible as debts from the 
value of solvent credits, Chapter 294, ap- 
proved May 7. 
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Sales and gross receipts taxes.—W here 
rehandling and restocking costs are de- 
ducted in making a refund or credit of the 
purchase, the entire amount will be con- 
sidered refunded and excludible from sales 
price or gross receipts in computing sales 
tax in California, A. B. 598, approved May 31. 


Timber taxes.—Oregon Class B 
lands, subject to the forest products harvest 
tax, are those lands included in Class A 
forest lands lying west of the western boun- 
daries of Wasco, Jefferson, Deschutes and 
Klamath counties, instead of those running 
west of the summit of the Cascade range, 
Chapter 309, approved May 14. 


forest 


Southern States 


Income taxes.—The Kentucky Attorney 
General on February 20 ruled that the 
wages paid a nonresident employee of a 
railroad who performs a portion of his serv- 
ices on trains in Kentucky are subject to 
withholding on the amount paid him for 
work performed in the state. (1 KENTUCKY 
Tax Cases { 200-127.) 


Excise taxes—The Florida advertising 
excise tax on oranges is raised from three 
to five cents per box for two years, effec- 
tive July 1; the four-cents-a-box tax on 
limes and the three-cents-a-box tax on 
temples for canning, concentrating or proc- 
essing are repealed, H. B. 10, effective July 
1, 1957. A new law revising the Florida 
code repeals the oleomargarine tax, since 
no oleo manufactured is subject to the tax 
and no tax was ever collected by the state, 
H. B. 210, effective April 15, 1957. 


Franchise taxes and fees.—Following an 
opinion of the Texas Attorney General on 
April 23 that a regional chamber of com- 
merce was subject to the franchise tax, the 
state has adopted a new law specifically 
exempting corporations having no capital 
stock and organized for the exclusive pur- 
pose of promoting the public interest of any 
county or other area within the state from 
the payment of franchise taxes, H. B. 270, 
effective May 6, 1957. 

Motor vehicle taxes.—An exemption from 
registration requirements in Texas is granted 
construetion machinery not designed for the 
transportation of persons or property on 
the public highways, S. B. 110, effective 
April 30, 1957. 

Property taxes.—The Florida Attorney 
General ruled on April 4 that, for purposes 
of ad valorem taxation as treasury stock 
by the county of its principal place of 
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business, only stock acquired by the cor- 
poration in the market is taxable, not 
authorized capital stock which has never 
been issued. (1 Fiorma Tax Cases { 200- 
110). 


Sales and gross receipts taxes.—Specific 
exemption from the and use tax 
has been granted the following food prod- 
ucts in Florida: foods and drinks (includ- 
ing meals, milk and milk products, fruit and 
fruit products, sandwiches, salads, processed 
meats and seafoods, vegetable juices, ice 
cream in cones or small cups) served, pre- 
pared or sold in, or by, restaurants, drug 
stores, lunch counters, cafeterias, hotels or 
other like places of business, or by any 
business required to be licensed by the 
Florida Hotel and Restaurant Commission, 
or sold ready for immediate consumption 
from pushcarts, motor vehicles or any other 
form of vehicle, H. B. 425, effective May 10. 


sales 


The Louisiana Supreme Court held in a 
recent case that the use tax should be 
computed upon the value of the property at 
the time it is brought into the state, not 
upon the original purchase or cost price. 
(Fontenot v. S. E. W. Otl Corporation, 1 
LouIsIANA TAx Cases § 200-124 (1957).) 


Western States 


Motor vehicle taxes.—Farm equipment, 
road rollers and road machinery tempo- 
rarily operated or moved upon the high- 
Ways are exempt from registration in 
Colorado, H. B. 428, effective April 22, 1957. 

Property taxes.—A new realty recording 
act in Colorado imposes a fee on each 
deed, instrument or writing filed for re- 
cording where any real estate or interest 


‘No man in this country is so high 
that he is above the law. No 
officer of the law may set that law 
at defiance with impunity. All the 
officers of the government, from 

the highest to the lowest, are 
creatures of the law, and are bound 
to obey it.’’-—U. S. v. Lee, 

106 U. S. 196. 


in real estate, having its situs in the state, 
is transferred. The fee, one cent on each 
$100 of consideration paid, is to be paid by 
the seller and is in addition to any other 
recording fees, S. B. 222, approved May 1, 
1957, effective first day of second month 
following the date of passage. A _ small- 
projects building fund is created with a 
tax of 0.09471 mill on every dollar of 
valuation levied on all taxable 
property in the state in the years 1957-1962, 
H. B. 457, effective April 22, 1957. The 
maximum limit on the amount of tax cer- 
tified to the county commissioners for the 
maintenance of a high school in a county 


assessed 


or a union high school district in Colorado 
is raised to 10 mills, H. B. 204, effective 
April 30, 1957. 

Utah districts are authorized to 
levy a tax not exceeding 12 mills for debt 
service and capital outlay for an additional 
ten years after June 30, 1957, H. B. 160, 
approved March 20. 


school 


Utility taxes.—Public utilities in Colorado 
will be assessed for the full amount of the 
administrative expenses of the public utili- 
ties commission, rather than three fourths 
of the expenses, H. B. 191, effective April 
22, 1957. 


HOW CORPORATIONS CAN MAKE TAX-FREE GIFTS TO WIDOWS 
OF EMPLOYEES—Continued from page 542 


deductibility will be determined under Sec- 
tion 404, the section governing contribu- 
tions to employee pension plans. Payments 
by both accrual and cash basis employers 
will only be deductible in the year actually 
paid. An accrual basis employer will not be 
permitted by the Commissioner to accrue 
the payment liability and deduct it prior to 
actual payment. 


In addition, note must be taken of the 
probable construction of Section 39.23(a)-9 
of Regulations 118, the section which provides : 


“When the amount of salary of an officer 
or employee is paid for a limited period 
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after his death to his widow or heirs in 
recognition of the services rendered by the 
individual, such payment may be deducted.” 
It is believed that this sentence should 
be liberally construed so as to reflect the 
true purpose of the section, namely, that 
the words “for a limited period” should be 
regarded as relating to the rules of rea- 
sonableness employed by the statute, rather 
than to the length of time during which 
payments may be made. The point is 
stressed that the Commissioner places on 
the taxpayer the burden of establishing the 
reasonableness of the total compensation. 


[The End] 
559 





IMPACT OF THE NEW REGULATIONS ON OIL AND GAS— 
Continued from page 521 


reliance on this revenue ruling 
and prior to the publication of the regula- 
tions. It is presumed that actual allocations 
of trust income made in good faith in reli- 
ance on this revenue ruling will be recog- 
nized and accepted by the Internal Revenue 
Service. Trust instruments which were 
prepared in reliance on this ruling but under 
which no actual income or depletion alloca- 
tion have been made will of necessity have 
to be changed in light of the new regulations. 


made in 


Impact of Recent Jefferson Lake Sulphur 
Case on Capitalization of Bonus 
and Advanced Royalty 


Payment of a bonus for an oil and gas lease 
by a lessee, or a payor, as that party is re- 
ferred to in the new regulations,” constitutes 
a capital investment made for the acquisi- 
tion of an economic interest. The amount 
so capitalized is recoverable through the 
depletion allowance which, in many cases, 
means this amount is never recovered. This 
rule is cast in substantially the same lan- 
guage as that contained in the old regula- 
tions.” While these regulations were being 
written, the Court of Appeals for the Fifth 
Circuit in the Jefferson Lake Sulphur case 
stated, by way of dictum, that payments 
which amount to installments of lump-sum 
bonus were deductible and should not be 
capitalized. This opinion affirmed the dis- 
trict court decision for the taxpayer in 
which the district court distinguished three 
earlier cases which were diametrically con- 
trary.” The lower court stated that these 
three contrary cases™ were decided before 
the opinion of the Supreme Court in the 
Burton-Sutton case.“ The Court in that case, 
speaking of a net profits expenditure, stated 
in part: 


“If they are capital investments to one, 
they are capital sales to the other. If they 
are rents or royalties paid out to one, they 
are rents or royalties received by the other.” 


Although the Justice Department did not 
seek certiorari in the Jefferson Lake Sulphur 
case, the Service will not follow it, and the 
regulations on this point will probably re- 


main as they are now written. It re- 
mains to be seen what vitiating and erosive 
effect this decision and others which will 
follow will this old rule in the 
new regulations. 


have on 


Restoration of depletion —The new regu- 
lations” provide that if the grant of an 
economic interest in a mineral deposit, with 
respect to which a bonus was received, 
expires, terminates or is abandoned before 
there has been any extraction of the mineral, 
then the payee must adjust his capital 
account by restoring thereto the depletion 
deduction taken on the bonus and a cor- 
responding amount must be returned as 
income in the year of such expiration, termi- 
nation or abandonment. The new part of 
this section no longer requires restoration 
of depletion if there has been “any extrac- 
tion.” This change from prior regulations 
is a direct result of the Dolores Crabb 
case.” There the court held that the restora- 
tion-of-depletion rule did not apply if there 
had been any production from the property 
no matter how small. 


DS 


Final Regulations May Change 
Some Rules 


These proposed oil and gas regulations 
have been undergoing public hearings and 
protests in Washington. Further study and 
work will be devoted to them by the In- 
ternal Revenue Service and the Treasury 
Department before their publication in a 
permanent edition. It seems fairly obvious 
that the final regulations will contain some 
changes and alterations. For example, minor 
changes in the area of aggregations may 
be expected. It has been indicated that 
the rule requiring voluminous oil and gas 
information in the tax return every year 
will be abrogated to conform with previous 
field practice. The rule granting the op- 
tion to expense intangible drilling and 
development costs will probably be refined 
in certain respects. Basically, however, the 
pattern of the regulations and the rules and 
principles therein will remain as they are 


presently written. [The End] 





* Regs. Sec. 1.612-3(a). 
» ®% Regs. 118, Sec. 39.23(m)-10. 

* Jefferson Lake Sulphur Company v. Lam- 
bert, 55-2 ustc { 9580, 133 F. Supp. 197, 56-2 ustc 
{| 9875 (CA-5). 

1” Canadian River Gas Company v. 
45-2 ustc {§ 9450 (CA-2), 151 F. 
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Higgins, 
(2d) 954; Baton 


July, 1957 @ 





Coal Company v. Commissioner, 2 ustc { 788, 
51 F. (2d) 469 (CCA-3, 1931); and Sunray Oil 
Company, 45-1 ustc § 9181, F. (2d) 962 (CA-10). 

1% Burton-Sutton Oil Company, Inc. v, Com- 
missioner, 46-1 ustc { 9243, 328 U. S. 25. 

2 Regs. Sec. 1.612-3(a) (2). 

8 CCH Dec. 11,046, 41 BTA 686 (1940). 
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ederal Tax 


August 15— 

Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) in- 
come tax withheld from wages, (2) 
employees’ tax withheld under Section 
3102 and (3) employer’s tax under Sec 
tion 3111 where, during the preceding 
month, the aggregate of such amounts 
exceeded $100. (4) If an employer pays 
wages to agricultural labor subject to 
taxes under (2) and (3) above, he will 
make a separate computation for this 
group to determine whether the $100 
minimum has been exceeded. (Regula- 
tions 120, Section 406.606.) Form 450 
(depositary receipt). 

Due date, by general extension, of returns 
for the fiscal year ended February 28, 
1957, in the case of (1) foreign partner- 
ships, (2) 
maintain offices or 
in the United States, 
porations which transact their business 
and keep their records and books of 


foreign corporations which 
places of business 
(3) domestic cor- 


accounts abroad, (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. (Code Sections 6081 and 6151; 
Regulations 118, Section 39.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 


Monthly information returns of 
holders and of officers and directors 


stock- 


of foreign personal holding companies 


due for preceding month. (Code Sec- 


tion 6035.) Form 957. 


Due date for delivery to local director of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that montl f 
proceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 


tion 113.142.) 


Payment also due for 


September 3 (August 31 is a Saturday)— 
Due date 


for deposit of the following 
excise taxes for July to an authorized 
Ositary, if such taxes reportable for 
exceeded $100: taxes on safe de- 


boxes: transportation of Ol bv 


yipeline; telephone, telegraph, radio and 


cable messages and services; transpor- 
tation of persons; admissions, dues and 
initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailers; manufacture of sugar; trans- 
portation of property; and diesel fuel. 
(Regulations Section 477.4.) Form 537 
(depositary receipt). 


Due date of federal use tax return and 


motor 
1957- 


payment of tax on highway 
vehicles for fiscal year July 1, 
June 30, 1958, if first use occurred 
in July, 1957. (Regulation Sections 
41.6011(a)-1, 41.6071(a)-1.) Form 2290. 
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COMPLETELY REVISED AND ENLARGED, this Third Edition brings 
together in convenient, usable form the up-to-date law, regulations, rulings, and 
decisions of federal income taxation as they apply to the peculiar factors of the 
production side of the oil and gas industry. Pertinent tax changes resulting from 
1954 Code amendments come in for special attention, of course. 


PIVOTAL NEW DEVELOPMENTS HELPFULLY EXPLORED include: 
carved-out oil payments; partnership ventures in oil and gas interests; exchanges of 
oil properties; first-year rental properties under government leases; net profit pay- 
ments; unitizations; and increased usage of A-B-C financing of oil property acquisi- 
tions; to name afew. Other important topics clearly discussed and analyzed include: 
bonus arrangements; lease costs; interests in oil and gas in place; etc. 


SPECIAL TREATMENT OF DEPLETION PROBLEMS—Timely depletion 
topics covered include: depletion; general depletion; cost depletion; general deple- 
tion deduction—and specific examples of allowance or disallowance of depletion 
deduction are thoughtfully provided. Throughout, in his handling of depletion 
puzzlers, the author has carefully made clear the probable effects of the proposed 
new depletion regulations. 


Best of all... FINAL DEPLETION REGULATIONS TO COME AT 
NO EXTRA CHARGE—In addition, when these Regulations 
are issued in final form, buyers of this Third Edition will 
receive at no extra cost a booklet—of about 64 pages—con- 
taining the text and information concerning them. 


QUICK, AUTHORITATIVE REFERENCE—Where federal oil and gas income 
taxation presents a problem, a book you can understand and trust is needed—and 
“Oil and Gas Federal Income Taxation” is written out of long practical experience 
in this complex field. Moreover, each principle discussed is backed up with direct 
citation to supporting authority. A quick-finding topical index facilitates speedy and 
easy use. Table of cases; 352 pages; 6% x 9% inches; hard bound; gold stamped. 

Price, $10.50 a copy, on 15 days’ approval.* 
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